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Coming — As was noted in recent issues 
of this magazine, the West Virginia Tax 
Institute, Inc., held its fourth annual meeting 
on December 10, 11 and 12. Among those 
taking part were David Boyd Chase, William 
M. Drennen, Michael D. Bachrach, James E. 
Gelbert, Hilary H. Osborn, Leon J. Rice and 
Fred C. Foy. The subjects which were dis- 
cussed included ‘‘Some Current Proposals 
for Tax Legislation,’’ ‘A Case Study in Tax 
Return Preparation,"’ ‘‘Incentive Plans for 
Executives of Small Corporations,'' ‘‘Tax 
Problems of the Coal Industry’’ and ‘Short 
and Long Term Planning for Small Business.’ 


In our February issue, we hope to present 
most of the papers which were presented at 
this institute. In addition, that issue will 
contain the usual departments and features. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state’ taxation 
To this end it contains signed 
articles on tax subjects of 
current interest reports on 
pending state tax legislation 
interpretations of tax laws 
and other tax information 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri 
butions are invited. Respon 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there 
n. Editor, Henry L. Stewart 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula 
tion Manager, M. S. Hixsor 
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Court... 


Administrative... 


FEDERAL 
TAXES 


A TTORNEY’S FEES and court costs in 
urred by two partners, in obtaining an injunction against the 
third member of a partnership who refused to pay accounts re 
ceivable due the partnership and prohibiting him from appropriat 
ing to his own use any proceeds from partnership sales, were 
deductible as an ordinary and necessary business expense since 
the litigation was directly connected with or proximately resulted 
from the partnership business.—George W. Yeager, CCH Dec 
19,948(M), 12 TCM 1184 


’ 

COHARITABLE FOUNDATION loses ex 
emption because it pays individual too much money Three 
United States Government bonds of the value of $25,000 were 
donated to an organization which was predominantly religious 
and charitable. One half of the income from the bonds, or the 
proceeds thereof, was to be donated to charitable or religious 
enterprises and the other haif added to corpus. However, there 
was a condition that the donor’s wife was to receive for life the 
income from two of the bonds with a value of $15,000. The bonds 
were converted into real estate mortgages, all the assets being 
intermingled, and in 1950, the wife of the donor received $750 or 
5 per cent interest on $15,000. Because there were losses and 
expenses incident to the mortgages, the organization's income 
in 1950 was less 5 per cent and, by paying 5 per cent interest to 
the beneficiary, it disbursed part of the net earnings of its general 
assets to a private individual and lost its exemption as a religious 
and charitable foundation — William L. Powell Foundation, CCH 
Dec. 19,993, 21 TC —, No. 32 


| ASSING OFF zircons as diamonds was not 
such a profitable enterprise for the person who failed to report 
the proceeds as taxable income. He claimed that, while he had 


received the money, it was not taxable income, but that he was 
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Interpretations 


indebted to the person from whom he had obtained it for the 
entire amount. This claim was rejected since the funds were 
“swindled,” not “embezzled,” and he had freedom to dispose of 
them at will. By failing to report such ill-gotten gains, he was 
properly convicted of attempting to defeat and evade his income 
tax.—FRollinger v. U. S., 53-2 uste { 9647 (CA-8) 


rh 

| EXAS LAW may require that a deed be 
executed in order that title to realty pass, but for income tax 
purposes the realty is sold or disposed of as soon as a contract 
of sale is executed. Such was the holding where a florist sold het 
business, including the premises, on the installment basis in 1947 
She claimed that the full amount of the gain from the sale of the 
business should not be taxable in 1947 because the contract was 
only an option. However, “an option imposes no binding obliga 
tion upon the person holding it, but a contract of sale creates 
mutual and reciprocal obligations . . Title to realty or other 
property need not pass at the time the contract is signed to satisfy 
the requirements of a closed transaction for federal tax purposes.” 
The Commissioner was correct in taxing the full amount of the 
gain in 1947.—Carrie C. Cunningham, CCH Dec. 19,997(M), 12 
TCM 1315 


ry 
| HE DEMISE of a wife in 1946 occurred 
within five years of that of her husband. Her executrix claimed 


that since she had paid the taxes on her husband's estate out of 
her own funds, there was deductible from her gross estate as 
“property previously taxed” the amount of the gross estate of 
her husband. This contention was denied because “whether the 
second decedent paid the tax out of his own funds, or out of the 
proceeds of insurance not includible in the estate of the first dece 
dent, or out of the assets of the estate, would depend, apart from 
its ettect upon the tax question, upon collateral circumstances 

If ; the large saving in taxes for which the plaintiff 
contends could be achieved by leaving the estate property intact, 
the heir, if of advanced age or unpromising health, would make 
every effort to keep the estate intact even if doing so would be 
of no use other than to save taxes. We do not think that Con 
gress had any intention of discriminating in favor of a well 
financed heir, merely because he was so well-financed that he could 
not only pay out of his own funds the tax on the estate of the first 
decedent, but would not find it necessary, over a five-year period, 
to reimburse himself for the money so paid. If it did so intend, 
it must have been willing to permit a substantial loss of revenue, 


in cases such as the instant one, without any possible reason based 


3 





upon either fairness, convenience of administration, or expedi- 
ency, to justify the loss. We think it would be unfair to the 
legislature to attribute to it an intention which could only be 
described as erratic. . . .”—Bloedorn, Exrx. v. U. S., 53-2 usr 
| 10,921 (Ct. Cls.). 


| Li: AVY CONSTRUCTION contractors in 
Colorado who transport materials to the job location are not sub 
ject to the Colorado Commercial Carrier Act and the ton-mile tax 
imposed thereby. “The manifest purpose of the Act was to cover 
that group of motor-vehicle operators who use the public high- 


ways of the state in carrying on the business of buying, trafficking 


in, and transporting by such means any and all types of goods, 
wares and merchandise from point to point in the state and sold 
or to be sold by him or it for his or its own private gain in the 
general field of exchange, trade, business and commerce in the 
same or similar manner as though such operator was conducting 
his enterprise at a fixed location.” Such a contractor “is required 
to furnish all materials, labor and supplies to produce the stipu 
lated final result. When he purchases these needed materials and 
supplies, they become his personal property. He has not bought 
them for resale, but to incorporate them in the completion of 
a new integrated structure wherein they are completely con 
verted into the project he contracted to construct, and wherein 
they are useless for any other purpose. The procurement and 
haulage of required materials is but incidental to the over-all pur 
pose of producing the finished product contemplated under the 
contract.’’—Colorado Contractors Association, Inc., v. Public Utili 


ties Commission of Colorado. 3 stc © 250-235 (S. Ct. Colo.) 


| Jespr Kk THE FACT that the proceeds of 


insurance policies of a decedent were used to discharge an obliga- 


tion to his creditor, they were not taxable under the inheritance 
tax statutes of Washington as part of his estate since the amount 
due the beneficiaries under the policies was less than $40,000. It 
is net the use to which the proceeds are put which determines 
taxability. “Such a test would unduly tax some estates. . . . It 
appears to have been the evident intent of the legislature to ex 
empt life insurance proceeds, when received by beneficiaries other 
than the executor, administrator, or representatives of the estate, 
regardless of the ultimate use or destination of the funds. This 
conclusion is not disturbed by the fact that insured himself 
pledged the exempt property as collateral security.”—Estate of 
O. B. Gufler, CCH Inuertrance, Estate Anp Girt Tax Reports 
{17,807 (S. Ct. Wash.). 
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Washington Tax Talk 
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Committee on 


Code. Representative 
York, chairman of the House 

Ways and Means has an 
nounced that this subject will be given pri- 
ority by his committee at the 
Some of the likely which will be 
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“Payment’ 
Under the Federal Tax Laws 


By GEORGE B. LOURIE and ARNOLD R. CUTLER, Boston Attorneys 


MATTER of this article 


K Bige SUBJECT 
is the meaning of the 
it Is 


term “payment” as 
with the 

The term is a 
would seem that 
too much difficulty in defining 
it and applying the definition in the various 
Situations 


terial 


used in connection income 


tax provisions of the Code 


common one and 1t there 


should not be 
where becomes a ma 
this iS SO The 
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defined in 
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many court decisions. In one 
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meaning of the 
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the leading decisions, the 


“The 
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paid 1S to 
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cash.” which is typical 
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consideration of the problem, as it expressly 
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\ | 1 lied] Imi hz 
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there are many instances where the term 
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ordinary and usual 


meaning In such 
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instances, transactions 
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of the 
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what 
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their income on a 


them, 
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cash basis. For 


it determines the time when 


iP, G. Lake, Inc. v. 
§ 9267, 148 F. 


Commissioner, 45-1 ust« 
(2d) 898 (CCA-5), at p. 900 


“Payment” 


The Unusual Methods of 
Making Payment Are 
Highlighted by the Authors 


ceived or expenses are incufred. For tax 
report on the accrual 
the crucial factor in determining such time 
is when the right to receive 


or a hability 


payers who 
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income arises 
is incurred. It is only in a few 


cases, where the law has 
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posed a requirement of payment in addition 
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the question of payment 
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above definition 
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fact so made 
as a matter of law, when an equivalent of 
cash 1s used. This article will discuss, there 


fore, what types of 
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Payment by Check 
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cash 1s payment by check 


nearest payment by 


If we were to 





George B. Lourie was formerly Assistant 
Attorney General of Massachusetts. 
Arnold R. Cutler was formerly a special 
attorney for the chief counsel of the 
internal Revenue Bureau, Washington, 
D. C., and trial counsel for the New 
England Division at Boston. He is 
chairman of the Committee on Federal 
Taxation of the Boston Bar Association. 
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of delivery constitutes the time 
Also, ua check is dishonored 


on presentation, there is no payment, as the 
2 Estate of Modie J. Spiegel, CCH Dec. 16,989 
12 TC 524 (1949): Estelle Broussard, CCH Dec. 
18,022, 16 TC 23 (1951) 
*Hagleton v. Commissioner, 38-2 us1 
97 F. (2d) 62 (CCA-8). 
‘Estate of James W. 
16,470, 10 TC 1207 (1948) 
Case cited at footnote 4 


{ 9345 


Hubbell, CCH Dec 


8 January, 
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On the other side of the picture, the 
receipt ota check 
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6 Charles F 
31 (1952) 

TL. M. 
(1950). 

8 Old Colony Trust Company v. Commissioner, 
59 F. (2d) 168 (CCA-1, 1932); Macon Oil & Gas 
Company, CCH Dec. 6935, 23 BTA 54 (1931) 


Kahler, CCH Dec. 18,884, 18 


Fischer, CCH Dec. 17,636, 14 TC 792 
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discharged, the amount of the payment is 
the fair market value of the property trans- 
ferred and not the amount of the obligation 


discharged.” 

There is another possible tax consequence 
to the payor that accompanies payment by 
the transfer of property, rather than by 
that be overlooked. When 


a payor pays his obligation by the transfer 
f property, he 


cash, must not 


not only makes a payment 
an amount equal to the fair market value 
the property effect, 
also makes a such 
fair market value.” The 
taxable gain or loss at 
the time of the transfer in the amount of the 


difference 
th 


transferred, but, in 
sale or exchange of 
operty tor its 


payor thus has a 


between his basis 


adjusted 
property 
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cost 
for e transferred 
market value of 

trate \ taxpayer 


adjusted cost 


and the tau 
property. To illus- 
owns property with an 
$5,000. This prop- 
present fair market value of 
transfers this property to an 
in payment of compensation due 
and takes a deduction in the 
$10,000. He must at the 


a taxable gain of $5,000. 


basis ot 
erty has a 
$10,000 H« 


employee 


amount of 


same time record 


Payment by Note 


Another common medium of 


payment 
that may be considered the 


equivalent ot 
note In the ci ol 
payment by n te, the 


cash is payment by 


standards of what 


constitutes payment are not consistent or 


uniform in their separate application to the 
payor and the payee 


As aptly phrased in 


One case, 


matter of 


‘The deduction of ‘losses’ is a 
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] 
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therefore, 
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purposes, and then separately consider the 
payment by the 
for deduction purposes 


lo be « 
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giving Of a note as payor 


msidered as payment to the payee 


purposes, there 
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The 
discharging 
and (2) the 
ascertainable 


existence ol two tactors (1) 


notes 
must be | as payment 


the existing <¢ bligation note 


must have an market 


lair 
* Commissioner V, Vandeveer, 40-1 uste {| 9675, 
114 F. (2d) 719 (CCA-6) 
' International Freighting Corporation, Inc 
CCH Dec 


aes 
ustc © 9334 


2,168, 45 BTA 716 (1941), aff'd 43-1 
135 F. (2d) 310 (CCA-2) 

Jenkins v. Bitgood, 39-1 ust ’ 
(2d) 17 (CCA-2), cert. den. 307 U. S. 636 

2 Pinellas Ice & Cold Storage Company v 
Commissioner, 3 wustc 1023, 287 U. S 162 
(1932) A. Hovey-King, CCH Dec. 17,589(M), 
9 TCM 297 (1950) 118, Sec. 39.22(a) (4) 


{ 9253, 101 F 


Regs 


**Payment"’ 


“The deduction of ‘losses’ is a matter 
of legislative grace: What may 

be ‘income’ to the one, may not be a 
deductible payment by the other." 


value.” Where a note is given as evidence 
of, or as security for, an existing obligation, 
it is not considered as payment, since the 
existing obligation is not 


discharged but 
only strengthened 


and made more effective.” 
simple 
security 


Ordinarily, a note—particularly 
when backed by such as a mort- 
presumptively has a fair market value 
equal to its face amount. The note may, 
however, contingencies or other 
that render it of no market value. 
In such a case, the note fails to meet the 
second and its delivery would not 
constitute payment.” 

If the 
of the note is considered as payment 
fair market value of the 
not equal the 
obligation \ 
Situation 1s 
ment, the 


Rape 


contain 
terms 


factor 


two factors are met, the delivery 


The 
note delivered need 
amount of the 
typical 
where a 


discharged 
example of such a 
given in pay 
note being payable at some future 
time and being in the 
as the obligation, but 
or interest at a 


market 


note 1s 


Same tace amount 


bearing no interest 


rate below 


the prevailing 
value. That note is considered as 
payment and reportable as income by the 
payee to the extent of its fair market value. 
The fair market value, however, would not 


be the face amount of the note because of 


its future maturity date and lack of interest, 
but would be only the 


value. In this case, the 


present discounted 


difference between 
the discounted value, which constitutes the 


fair market value, and the face value of the 
note 1S reportable as income by the payee only 
when collected and, thus, reduced to cash.® 


When we look at the 


picture 


other side of the 


and consider the giving of a note 


payor lor purposes ol 
taking a deduction, we find the courts laying 


less 


as payment by the 


stress 


upon the question of 
previous 


discharge 
of the obligation and 
requirement that the note be 


of cash 


adding the 
the equivalent 
Che courts seemingly suspect the 


A. Hovey-King, cited at footnote 12 

4 McLaughlin wv Commissioner, 40-2 
{ 9577, 113 F. (2d) 611 (CCA-7) 

6 Regulations cited at footnote 12 

% Hart v. Commissioner, 3 ustc { 861, 54 F. 
(2d) 848 (CCA-1, 1932); Jenkins v Bitgood, cited 
at footnote 11; ZJrving B. Herter, CCH Dec. 
17,685(M), 9 TCM 439 (1950) (note did not con- 
stitute payment under Sec. 23(e)(2)); Frederic 
W. Gray, CCH Dec. 17,149(M), 8 TCM 710 (1949) 


UsT¢ 
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use Of a note as a means Of payment to 


secure the advantages of the accrual system 
by a cash-basis taxpayer 


They seemingly 
consider payment by 


note as something 
vith the 
as the taxpayer has the 
ol obligation before 


the note, only the 


basically inconsistent cash-basis 


ystem, same amount 
and after the 


form of the 


giving ot 
obligation 


being ( hanged ” 


If, however, not form of the 


»bligation but also the identity of the obligee 
changed, a cash-basis taxpayer 
out a payment.” 


only the 


has worked 
Thus if 
third 
and the 


money is bor 


rowed trom a party, on a note or 


otherwise, 


proceeds are used to 


pay an obligation, these are regarded as 


being two separate transactions, namely, a 


loan transaction and a payment 
tion.” The payment of the 


accomplished by the 


transac 
obligation is 
transter ot and 


therefore, is a deductible 


cash 


not by a note and, 


t 
payment. The note has been 


given not as 
i part or! the 
part of the 


hen the 


merely 


payment transaction but as a 
loan Naturally, 
repaid, this 
repayment of a loan 


transaction 
note 1s subsequently 
constitutes the 


ind is not a deductible expense 


Constructive Payment 


gnized 


\nother method of 


as the 


payment rece 


equivalent of cash is known as con 


structive payment. In order for money to 


be constructively received by a_ payee, 


arrangements must be made by the payor 


o that such money is made 


inqualihed|y 
subject to the 


a hittle 


demand of the 
differently, 


payee Stated 


these two basi require 


ments must be met to establish a construc 


able 


tive payment: (1) A financially payor 
‘Frank Kuhn, CCH Dec. 9288, 34 BTA 274 
(1936); Schlemmer v. U. 8., 381 ustc J 9041, 
94 F. (2d) 77 (CCA-2) (no deduction allowed 
where note given for officer's salary, under 
equivalent of Code Sec, 23(a)(1)); John Hoskins, 
CCH Dec. 2529, 7 BTA 299 (1927) (no deduction 
for salaries paid by notes) 
* Hekert v. Burnet, 42 F 
1930), aff'd 2 uste { 714, 
vering v. Price, 40-1 ust: 
Nina Cornelia Prime 
487 (1939) 
deduction 
Sec. 23¢b)) 
%* Hazel McAdams, CCH 
231 (1950), aff'd 52-2 ust 
(CA-5): but cf. Quinn v. Commissioner, 40-1 ust« 
¢ 9403, 111 &. (2d) 372 (CCA-5). (It is desirable 
in each case to separate clearly the loan from 
the payment, otherwise confused action may 
produce a confused result, as in this case where 
the original creditor was actually paid by the 
bank who was substituted as a new creditor 
but the original note to the creditor remained 
in effect as an obligation to the bank, and the 


(2d) 158 (CCA-2, 
283 U. S. 140; Hel 
{ 9336, 309 U. S. 409; 
, CCH Dee. 10,605, 39 BTA 
(where interest is paid by note, no 
allowed under equivalent cf Code 


Dec. 17,835, 15 TC 
{ 9373, 198 F. (2d) 34 


10 January, 


1954 °@ 


must segregate and set apart for the benefit 
of the payee the amount owing and (2) the 
payee must be 
absorb the 


able by his own action to 


amount at his pleasure.” 


It is certainly 
to establish a 
there be 


desired 
constructive that 

book made segre 
gating the amount of such payment.” 


advisable, if it is 
payment, 
proper entries 
Con 
temporaneous book entries are evidence that 
such segregation has been accomplished. It 
been held, that 


adopted corporate resolutior 


has however. a properly 


was suflicient 
to accomplish such segregation, even in the 
absence of the book 
into effect the corporate 

An intormal president 
of the corporation, without any formal co1 
porate action as by the 


necessary entries to 


carry resolution 
agreement with the 
board ot directors, 
on the other hand, has been held insufficient 
to accomplish a segregation.’ 

So far as the 
likelihood of a deduction for a constructive 
payment 1s practically nonexistent As stated 


a matter of legislative 


payor is concerned, the 


above, deductions are 
grace If, in the 


a note, the 


case of the payment of 


reluctant to allow a 
natural that the « 


more 


courts are 
deduction, it is only 
should be 


de duc tion tor 


ourts 
even hesitant m the case 
Or a 


The « 


on to th aye vii it 


constructive payment 


ourts are 


permit dedu 


is based upon 


constructive pa‘ 


ment 


Betore leaving the subject of constructive 


payment, 


mention should be made of another 


transaction 


, 
Which is 


type of completely 


unrelated from a legal standpoint, but is 


otten contused with constructive 


payment 


from a practical standpoint This is a 


transaction where 


payvinelts are made by 


an employer im ca | and conter an economic 


court held 
been paid.) 

"Crain v. Commissioner, 35-1 ustc {§ 9217, 75 
F. (2d) 962 (CCA-8) 

1 Robert B. Keenan, CCH Dec. 6235, 20 BTA 
498 (1930): Hazel McAdams, cited at footnote 19: 
Estate of Charles D. Carter, CCH Dec. 17,820(M), 
9 TCM 697 (1950), aff'd 52-1 ust« 194 F 
(2d) 537 (CA-6). 

22 Regs. 118, Sec. 39.42-2: Loose 1 UG, Bes 
f ustc { 1362, 74 F. (2d) 147 (CCA-8, 1934) 

+ Weil v. Commissioner, 49-1 uste § 9237, 173 
F. (2d) 805 (CA-2); Regulations cited at foot 
note 22 

* James J 
883 (1952) 

%*Van W. 
126 (1945) 

** Vander Poel, Francis & Company, Inc., CCH 
Dec. 15,628, 8 TC 407 (1947): Massachusetts 
Mutual Life Insurance Company v. U. 8., 3 ust 
{ 1045, 288 U. S. 269 (1933): J. H. Martinus & 
Sons Vv. Commissioner, 41-1 ustc 1 9165, 116 F 
(2d) 732 (CCA-9) 


that the original note had never 


{| 9222 


Cooney, CCH Dec 
(constructive receipt) 
Peabody, CCH Dec 


19,154, 18 TC 


14,671, 5 TC 
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benefit upon the employee.’ \ familiar 
example of such payment is the purchase ot 
an annuity by the employer for the 
of the employee. The 
ployee in such an annuity 
limited so that he 


benefits 


benefit 
rights of the em- 
are often severely 
cannot dispose ot it oT 


realize any other than the 


receipt 
Oot payments alter 


Such 


reaching retirement age 
deductible 
as paid in 


property 


payments are 
expense to the 
The 


such 


always a 
emplove: cash 
purchased in 
income to the em 
even though the property may be in 
such a form that it is not unqualifiedly sub 
ject to his disposal 


value of the 
cases is always 


ployee 


This is not a case ot 
a constructive payment and no recourse can 
be had to the principles underlying 
structive payment 
bility of the 


con- 
in determining the taxa 
recipient employee 


Escrow or Other Arrangement 
We now 


actions in 


consider certain forms of trans 


which the payments are condi 


tlonal or contingent and are accompanied 


W hile 


bee n 


by an escrow or other arrangement. 


the cases heretofore 


discussed have 


concerned only with 
this 


applicable to a 


payors and payees on 


a cash basis, subject 


equally 


matter may be 
taxpayer on the 
of the fact that pay 
these circumstances not 
only do not constitute payment for a cash- 
basis taxpayer 


accrual basis, because 
ments made under 


but, also, do not constitute 
the incurring or discharge of an obligation 


for an accrual-basis taxpayer. 


Conditional or contingent payments are 
otten incorporated into escrow agreements 
Where monies are 


conditions, 


deposited, subject to 
agreements, no 


payment as an 


under 
event ot 
€ Xp nse or 


escrow 


taxable item ot 


taxable receipt of payment as an 
until the 
where 


connection 


item of income occurs conditions 


are met 
posited in 


Thus, monies 
with purchases ol 
materials made during war years, to be held 


In escrow 


were de 


and released to the 
with 
requirements 


seller in con 


nection postwar purchases if certain 
relation to such 
but to be returned to the 


that such requirements 


were met in 


postwar purposes, 


buyer in the event 


E. T 
(1951), 
(CA-6) 

* Renton K. Brodie, 
275 (1942); J. H 
6 TC 1018 (1946) 

2 Samuel Hellerman, CCH Dee 
738 (1950) 

” Wolfington Body Company, Inc. 1 
51-2 ustc § 9416, 99 F 


Sproull, CCH 


Dec. 18,080, 16 TC 244 
aff'd 52-1 ust 


9223, 194 F. (2d) 541 


CCH 
McEwen, 


Dec 
CCH 


12,907, 1 TC 
Dec. 15,140, 


17,621, 14 TC 


Smith, 
Supp. 788 (DC Pa.) 


‘*Payment"’ 


were not met, it was held that no deduction 
could be taken by the purchaser at the time 
of making the payment in escrow.” Similarly, 
where an accrual-basis 


certain 


taxpayer deposited 


monies in escrow to compensate 
competing distributors in the event that the 
taxpayer made deliveries in territories which 
would infringe upon such other distributors, 
the court disallowed a business expense at 
the time of the deposit 
nothing which the taxpayer 
upon its books until some 


which brought a liability 


there 
could 


event 


since Was 
accrue 
occurred 
into being.” In 
another case, there were deposited in escrow 
certain stock certificates, the 
which among a number 
cluding the taxpayer corporation, 
become after the 
stocks and was to be based 
upon the amount of oil each was to deliver 
during a test period of approximately 
years. It was held that the taxpayer cor 
taxable income until 
terminated, for the tax 
not only lacked actual possession ol 
control, but the number 
finally be 
future 


division o!1 
of producers, in 
Was to 
effective retirement of 


certain other 


two 


poration realized no 


the escrow was 
paye! 
of shares to which 
entitled was dependent 
tests as well as the 


retirement.” 


it would 
upon 
condition as to 


specified 
stock 
Applying this 


ments are often deliberately 


reasoning, escrow agrec 
used to fix the 
desired time to take a payment into account 
for tax purposes. So long as the monies 
are not subject to the control of the person 
eventually entitled to receive them and so 
long as his right to their receipt is subject 
to conditions, there can be no payment as 
For example, A and 


to work out a purchase and sale 


an item otf income 


B desire 


of certain stock, but desire to postpone such 


transaction until a future time. This may 
be desirable because the proposed seller has 
not owned the stock during a full six-month 
holding period, because he does not want 
to take a profit or loss until a subsequent 
year, Or tor a variety of reasons. 


ment for 


An agree 
of the stock at a future date 
As security tor 
agreement, 
purchase 


sale 


is entered into the carry 


both the 
price are deposited in 
The seller retains all rights to the 


ing out of this 
and the 


escrow. 


stocl 


1 Big Lake Oil Company v. 
38-1 ustc § 9135, 95 F. (2d) 573 
den, 307 U. S. 638 

2 Marion H. McArdle, CCH Dec. 16,714, Lt 
TC 961 (1948). (Where a cash basis vendor 
endorsed the check and returned it to the 
vendee as a guarantee against contingent lia- 
bilities, the check did not become income to 
the vendor until received by him uncondition- 
ally. The vendor did not have control over the 
funds or enjoy any of their economic benefits 
during the period.) 


Commissioner, 
(CCA-3), cert 


1 





stock until 
and 


until the 


the date or the 
rights to the deposited money 


proposed sale 
has no 
stock is delivered to the buyer by 
ent The date of the 


be en 


the escrow ag payment 


in such a case has effectively 
trolled to meet the 


the simple 

Howe VoEn 
benefits 
the re 


con 


ce sires ot the partie ~ by 


use ofr the escrow device 


1 


where substantial control or 


pass from one party to the other, 


may be payment as of the time the 
Thus, in 


full 


CASE the 
price 
vendor agreed 
placed mM 
to protect 


made 
paid the 
the vendor's and the 
that a pa f the price 


a period oT time, 


agreement 1s one 


vender purchase for 


stock, 


would be 
escrow, 


ainst any loss by reason o 


I 
suc h p< riod 


any n title, but 


the vendor hi: ti righ to require thie 


| 
reinvest the 


escrow at and 
rding to his d and the in 


fund ac Irection 


come therefrom accrued to him It was 
held that all economic benefits in 


fund passed to the vendor, 


amount became taxable to 


1 


The effect of such condition: 


payments may 
for ci 
ment « 


issued 


rporation 
tain sh tock which the 
blanl 


treasurer of the 


employee 


dorsed in and turned over to 


corporation | n 


tract, upon completion of the first year ot 
employment, the 
half of the 


completion of the« 


satisfactor employee was 


to receive one shares and, upon 


second vVear oOo} emplo 
receive the remainder ot 


held 
not bec 


ment, he was to 
the 
such 
the respective 
at the 


years, 


that the 


shares It was value ot 


did 


shares 


shares ome tax ible until 


were received by him 


close of e the two successive 


since the services 


performance oO} the 


precedent to the delivery 


had no 
their 


was a condition 
of the stock 


control ove! 


and he dominion o1 


them until ctual deliver 


Deferred Payments 
W he re 


wwreen to 


payment consists merely of an 
utory 
other 


indebtedness, it has generally 


pay as exe 


obligation 


part ot an 


contractua without notes or 


evidences of 


% Scott P 
(1934) 

“Fred C. Hall, CCH Dec. 17,818, 15 TC 195 
(1950), aff'd 52-1 ustc 97 9229, 194 F. (2d) 
(CA-9) See, also, Phillip W. Haberman, 
Dec. 8677 BTA 75 (1934), aff'd 79 F. (2d) 
995 (CCA-2. 1935): Fred 8S. Olson, CCH Dec 
7262, 24 BTA 702 (1931), aff'd 67 F. (2d) 726 
(CCA-T, 1934), den. 292 U. S. 637 


Myers, CCH Dec. 8164, 30 BTA 44 


538 


CCH 


cert 


12 January, 


1954 °e@ 


been held that payment occurs not upon the 
making of the contract, but only when the pay 
ments | with the 


made in accordance 
ontract. ‘The reason for 


are 
provisions of the « 
this 


pay, 


position is that a mere 


where certain contractual 


have vet to be performed, 


no market value w= 2 


evidence of indebtedness 


a presumption ol! market 


vious part or this disc 


ussion 


out that a 


note may 


’ ’ 
less thar its 


} 
Value 


treme cases, the terms 


so limited and cir 


umscribed 
may be lered as 


market lu \ 


mere Simp 


iS im thie Same 


as the without market 


subject matter has general 


a Ci i-basis taxpayer and is 


in a more limited rat 


hasis t 


to an accrual 
The use of sucl 


ferred payments may 


fix the time ‘ 
ments h« 
real 


prope rty 


> O00 
but 


basis oT $ 
$20.000 recely 
years 
payments 
sale 


similar 


ment of and are not evidenced by any 


instrument This 


$5,000 taxable : in ach ot 


note or taxpayer 
, 
I 


wil have 
thre¢ SUCCESSIVE $15,000 


gain in the year arly, a tax 


payer who arranges rtam 


veriod 


services and receive payment 


} } 
or three years where the 
to make the yments 1s 
| ' 


Simpic contract, has 


tix d 
payment Overt period o} 
Where sucl 


is a part ot iginal agreemen 


years 


vment times are <¢ 


yment times, 


agreement, would be 


s. However, in « 


acquires a present 


full amount and substi 


t ‘ 


amount time 


Cc. W. 
92% (1936* (accrual 
Dec. 14,314(M), 4 
Harold W 
560 (1950) 


Titus, Inc., CCH Dec 
basis); J Ww 
TCM 14 (1945) 
CCH Dee 
(cash basis) Nina J 
Dec. 18,543, 17 TC 465 (1951) 
C. W. Titus, Ine., cited at 
7 See Nina J. Ennis, cited at 


9205, 33 BTA 
CCH 
(cash basis); 
17,578, 14 TC 
Ennis, CCH 


Perry, 


Johnston, 


footnote 35 


) 
footnote 35 
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missioner 


has attempted to claim a present 
payment 


How successful the taxpayer will 


be in resisting such a claim is a matter of 
All that can be definitely stated 


at the present time is that the past and cur 


conjecture 


rent decisions apparently permit a fair de- 


latitude for the fixing of the 


gree ot 


time 
of payment by the use of simple contractual 
obligations, provided only that the 
legally to the payee at the 

ie agreement Naturally, the use 


1 obligations as a 


full amount 
av ailable 


contractual 
of payment is limited as a practical 


he credit of the payor! 


Payment Under Section 24 {c) 


There are special provisions in the Code 


» word 


“payment” has certain specific 


One of these is Section 24 (c) 


wides that a deduction tor 
expenses shall not 


be allowe d 


The payment \ i avo not 


within the taxable ar Or within two 


thereot; 
in the 


half months after close 
yee 101 ie Same tax 
taken as a deduction 
the payee 18 a majo! 

related to, the payor 
unportant to note that all three ot 
requirements 


Section 24 (c) to 


In order 1O1 
deductior 


be disallowed If any « - f these 


must coexist 


ipply and the 


require 


ments is not present, section has no 


application 


Section 24 (c) has specific application to 


iccrual basis and a cash basis 


inte nade d to 


payo! 
Vee It was prevent tax 


take 
basis and the 


avoidance by which the 


payor would 


duction on the accrual 
ot report the 

until ne later 

| ) be 1 


stockh Ider ot, or 


receipt of such pay 
taxable year, 1f ever 
n with, if the payee is not a major 
closely 
24 (c) will 


other two requirements are 


related to, the 


Section not apply, even 


present 


1s includabl in the rrOss 


he payment 


income ot the taxable 


payee fOr the same 
‘Fincher Motors, Inc CCH Dee. 11,669. 43 
BTA 673 (1941); Akron Welding & Spring Com 
pany, CCH Dec. 16,362, 10 TC 715 (1948), at 
p. 720 
iP. G 
footnote 1 
*” Michael Flynn Manufacturing Company, 
CCH Dex 13,952, 3 TC 932 (1944) I. T. 3242 
1939-1 CB 172 


Lake, Inc. v, Commissioner, cited at 


“Payment” 


year as it was taken as a deduction by the 
payor, again Section 24 (c) will not apply, 
even though the two other requirements are 
present. Constructive 
in the 
taken is 
In this 


structive 


receipt by the payee 
that the deduction 
this 
general 


Same year 
held to 


respect, the 


was 
Satisly requirement 
rules of con 
receipt previously discussed fot 
applicable 
payor had passed 
additional 


amounts 


a cash basis 


payee are equally 


here Thus, where the 
a resolution 
tion, the 

the books 


funds, it was 


granting 
stated 
and the corporation had ample 
held that the had 
received such compensation 
and that Section 24 (c) did not apply.” The 
payment 


compensa 


were accrued on 


payees 
constructively 


must, constructively 


howe OK. be 
received the year 


by the 


taken as a deduction 
includable in 
Such a 


received and 


payor, Since it must be 


the payee’s return for such yeat 
payment may be constructively 
includable in the income of the 
will not 


requires 


pavee mM a 
subsequent year but Section 
24 (c) 
ye for the year 
the payor.” Phe 


ceived by a 


Satisty 
which includability in in 
taken as a deduction by 
treatment Ot a 
similarly 


eral rules applicable 


note re 


payee follows the gen- 
to a cash-basis payee 
Assuming now that the 


related to the 


payee 1S closely 
and that the payment 
is not includable in the gross income of the 


vayvee tor the 


payor! 


| same taxable year as deducted 
by the payor, Section 24 (c) may, neverthe 
less, still not apply unless payment by the 
within the taxable 
halt 


although the 


Way be 


payor 1s not made year 
two and a 


thereot 


within months after the 


close Thus, 


other 


two requirements present, if the 


payor! has made 
hed 


this purpose, a mere 


payment within the spect- 


time, the section will not apply. For 


accrual is not sufficient 


to satisty the “payment” tor the 


term 
accrual-basis payor. Similarly, constructive 


payment will not satisfy the term for such 


a } 1 
a payor In this respect, the 
Section 24 (c), 


SATIIC sho as a 


acc! ual basis 


payor, under stands some 


what in the cash-basis 


payor. So far as the accrual-basis payor 


is concerned under 


Section 24 (c), 


constructive 


SOME 


thing more than receipt will 


satisty the term “payment.” Thus, if the 


payor pays with a note within the taxable 


within two and a half months after 


year or 


*! McDuff Turner, CCH Dec 
(1945): Hyman Friednash 
11 TCM 96 (1952) 

“ Granberg Equipment, Inc 
11 TC 704 (1948), at p. 717 

“80. R. McKee,’CCH Dec 
(1952): P. G. Lake, Inc. 1 
at footnote 1 


14,878, 5 TC 1261 
CCH Dec. 18,767(M), 
, CCH Dec. 16,646, 


19,028, 18 TC 512 


Commissioner, cited 


13 





the close thereof, will be 


“4 
satisfied 


Section 23 (p) 


In more recent years, qualified pension 


ind» profit-sharing under 


plans 
Code have 
Under this 


a prese nt 


permuitte d 


Section 165 of the become more 


and ore sulatl 
take 
a contribution although the employee is not 


taxed on his until 


{ section, af 


employer may deduction for 


income some later al 


The provision for the deduction of the 
employ 


tion 3 


er’s contribution appears under Sec 
(p) (1) (E) and provides that an 
accrual-basis employer is considered t 
iyment “on the last day of the 


ear of accrual if the payment is on account 
of sucl 


60 days atter the 
4 ” 
of accrual. 


» have 
made a Pp 


taxable year and is made within 


close of the taxable 


veal 


Thus, where the occurred in the 


a 6 hee k 


payee 


accrual 
but the payment by 

not recorded as received by the 
until 60 days 
of accrual, the deduction was disallowed as 
not falling within the 


taxable year, 
Vas 


trust alter folle wing the yeal 


time provision.* 


In another case, the question presented 


whether the and 


Vas iSSuance delivery ot 


BEFORE STATE OF THE UNION 


lo outline the state of the Union 


preparation 
Union 


and to seek advice on the 
of his State of the 
President Eisenhower 


Message, 
called a 


beginning on 


series 
or conterences 


ber 17 These 
vether Republican 
and the 
standing 
bers of the 


At the 


Decem 
called to 
the 
chairmen ot 


conterences 


leaders of 
House a 


committees 


senate 


Various 


and mem 


Cabinet 


first meeting, the President 
uuthned some of the accomplishments 
of his Administration so fat 
Korea and casualty 
$13 billion, the 


previous Administration’s requests for 


stopping 
the shooting in 
lists; 


reduc Wig, by 


more appropriation; clearing the way 


for January tax reductions; 
the purchasing 


stabilizing 
the dollar; 
extending emer 


power ot 


removing controls; 


gency ald to agriculture and assisting 


those in drought-affected areas: re 


moving security risks from federal 


* Musselman Hub-Brake Company v. Commis- 
sioner, 43-2 ustc § 9666, 139 F. (2d) 65 (CCA-6): 
Anthony P. Miller, Inc. v. Commissioner, 47-2 
ustc § 9388, 164 F. (2d) 268 ¢CCA-3), cert. den 
333 U. S. 861. 

*“ Dick Brothers, Inc., 
TC 832 (1952) 


CCH Dec. 19,126, 18 
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a negotiable, interest-bearing note by the 
accrual-basis employer to the 
the required 
quality for a 
crual 


trust within 


time constituted 


deduction im the 


payment to 
year Ol ai 
It has been held that the effect of 
Section 23 (p) is to place cash- and accrual 
basis taxfayers on the 

an “actual payment” 
the deduction, 


same footing, that 
Was a te 
that the 


delivery of a promissory note does not 


prerequisite 


and 


issuatice and 
consti 


tute such “actual payment.” “” The same result 
followed in other cases where the 


payor 


accrual bas 


attempted to make payment Db note 


The deductions were disallowed 


Conclusion 


Problems affecting payment are matters 


or 


f everyday concern It realm 


prophylactic treatment that 
may be readily avoided 


sucl problems 

It would be impossible 
cover! all or the 
ment 


Im this spact 


pay 
lights 
that the 
a guide and, in part 
need for 


situations involving 
the 


hope 


However, some of high 


have been covered 


W ith the 


may serve, in part, as 
reminder of the 


pre per 


asad 


caution and 


disposition Of questions concerning 


{The End] 


payment 


service; and 


enacting emergency, 


migration legislation 
The first 

with the 

operations, 


morning conterence dealt 


detense 


program, roreig! 


absentee voting for overt 
seas armed service personnel and the 
federal budget Mr. Kves, M1 
sen, Mr. Cutler and M1 
detailed analyses of 


respective 


At the 


day, the 


tas 
Dodge pre 
sented these 


subye cts 


conterence¢ on thre secona 
Secretary of the Treasury 
discussed the debt 
Phe Atom 
Commission discussed proposed 
ments to the 
The Secretary of 
rector ot the 


and 
, 
chairman of the 


taxes limit 


Ene r2y 
amend 
Energy Act 
and the Di 

Operations 


Atomic 
State 
Foreign 


Administration discussed foreign af 


Health, Edi 


discussed 


fairs; the Secretary or 


Welfare 
and aid to the 
handic apped 


cation and 


social 


security physically 


“Logan Engineering Company, CCH Dec 


16,986, 12 TC 860 
October 4, 1949 (CA-7) 

* Mary Sachs, CCH Dec. 19,157(M), 11 TCM 
882 (1952); Slaymaker Lock Company, CCH Dec 
19,187, 18 TC 1001 (1952) 


(1949), appeal dismissed 
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Marital 


The Most Important Requirement 
in Planning the Marital Deduction 
Is Attention to Drafting Details 


Deduction 


in Estate Planning 


By ROLAND K. SMITH, Attorney; Member of Isham, Lincoln & Beale, Chicago 


E HAVE 


experience 


HAD nearly five years of 
with the marital deduction. 
During this period, nearly all the technical 
problems have been solved and we are 
f consider 


now 
practical problems which, 
almost lost in the 


Ire¢ to 
in the early 


shuffle 


stages, 


were 
there were doubts as to whether 
be entitled to the 


Income rom i 


entire gross 


trust (rather than net in 
come), it the 


irital 


trust was to quality for the 


deduction 


The marital deduction was an act of 
had 


such graciousness would 
strictly 


legislative grace, and we been warned 
ugh that 
be construed 
There 


would SCize 


mn en 
against the 
that the 
technicalities 


taxpayel 
Treasury 
and strike 
deduction at every turn, and there 


a possibility 
upon 


Was 


down the 


were technicalities enough which a stern 


might have 
The deluge ot 


n the subject is proof of that 


and uncompromising Treasury 


ased to harass us literature 


lime has shown that our fears were un- 


founded; we have come to a safe harbor 


Ihe present happy state of affairs has been 


described by Mr 


“Perhaps ne 


as follows 
thing | 
given 
administering the law 
Noth 


take a 


Austin Fleming, 


most significant can 


that so far the Bureau has 
indication of 
pirit in which it was enacted 
intent to 


view of the 


» Tal 


discloses any 
deduction 


well 


narrow or technical 
drawn 


way—not all 


The regulations are fair and 


and cover in a Satistactory 


1 Fleming Five Years’ Experience with the 
Marital Deduction,’’ 34 Chicago Bar Record 247 

2 These statistics were incorporated in an 
article by Mr. Lovett, ‘‘Administering the 


Marital Deduction 


but almost all of the 
itially appeared With the exception 
of the surviving spouse’s 
award, I know of no phase of current marital 
deduction practice which is under attack by 
the Treasury nor any significant 
anywhere waged by the 
to the 
In addition to Mr 
articles on the 
Lovell, a 
Bank in 


problems which in 


status of the 


litigation 
being Commis 


sioner in respect marital deduction.” 


Fleming’s excellent 
marital deduction,’ Mr. 
vice-president of the Hanover 
New York, collected some 
valuable statistics on the first five years of 
the marital deduction, which he has gener 
ously made 
The 
Lovell 


has 


available to me? 


answers to a questionnaire by Mr. 
which he sent to the heads of 
trust departments in all parts of the country, 
so that he had the benefit of a 


coverage in 


very broad 
reaching his conclusions—cov 
ered 1,202 estates, 699 of which had reached 
the point the tederal estate tax audit 
had been completed 
3.4 per cent, had the marital deduction ox 
difficulty. Furthermore, the 
responses indicated almost unanimously that 
the field agents have not gone beyond their 
traditional interest 
and 


where 
In only 24 estates, o1 


casioned any 


in assets and deductions 
themselves with 
administered and 
allocated to the 


concerned 
had 
had 


deduction 


how the 
W hat 
marital 


estate been 


assets been 


share 
In point of fact, it appears that the agents 


are paying little attention to our 
carefully drafted and elaborate clauses, de- 


very 


Marital Deduction 
Experience,”’ 
1953 


A Summary 
Trusts and 


of Five Years’ 
Estates, November, 


15 





The author presented this paper at 
the University of Chicago Sixth Annual 
Federal Tax Conference, October 30. 


veloped to would not 


lose the 
which occasioned 
related to 
whether a par- 


insure that we 


overlook and 


technicality 
In the 24 cases 
difficulties, the audit 


questions as 


Sone 
deduction 
problems 
such narrow 


ticular mode elected under an 


of settlement, 
poli 


the agents are 


insurance In other words, 


broad and 
toward the problem, just as 
the regulations do. 


y, qualified 
taking a very 


liberal attitude 


The administration of estates containing 
marital deductions had occasioned difficul- 
ties in 62 estates, or approximately 5 per 
those reported on Che difficulty 
frequently experienced was that of allo 


non 


cent oft 
most 


cating income between the 


marital and 


marital shares. The nuisance of applying 


the Greeley formula 


was next Che alloca 


tion of profit and loss was third, and prob 
lems relating to 


briefly 


nonqualified assets 


were 
mentioned 

Mr. Lovell also asked his 
they 


which (a) measures the 


fellow 
preferred “a 


trust 


othcers whether formula 


clause dollar amount 
ot the 
that 


residue ” Phe 


marital legacy or trust or (b) one 


measures a fractional share of the 


vote was overwhelmingly 


in favor of the residuary share as against 
trust—24 voting for 
and four for the 


this 


the general legacy or 


the residuary share general 


I ll 
will go 


greater detail later on 


lezacy into problem in 


The next 


“Do you like a 


delivered in 


question was 


provision directing that assets 


kind shall take their tax value rather than 


theu 
cent m 


market value?” The voting was 41 pet 


favor of tax value and 59 per cent 


for market value 
In brief, the 


served to distract us 


technical problems whicl 
at the outset have been 
now to direct our 
undivided attention to the practical prob 
Perhaps I should not say 
attention because the 


hing 


solved and we are free 


lems undivided 


deduction is still new 
and bears wat 


Pecuniary v. Residue Formula 


Not infrequently, though perhaps far too 
otten, the draitsman ot 
pert on the 


‘I he Tre are 


a will is net an ex 
administration of an estate 


a host of problems, arising in the 


* The marital deduction is, of course, equally 
applicable to property passing from a deceased 
wife to a surviving husband. In the interest of 
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course of administration, which a properly 
drawn will can solve. Some of these prob- 
liable to 
the draftsman’s attention, if he ap 
preciates them at all, when he is concentrat- 
ing on the very 
which may be meticulous 
taken to observe the complicated 
rules applicable to marital trusts. 


lems 


appear insignificant and are 


escape 


substantial tax 
obtained, only if 


Savings 


Care 1s 


Attention, at least in the early days of the 
deduction, was riveted on dealing with the 
new and complex provisions of the Code 
It was not unnatural that 
advantages of the type 
and the formula tor the 
marital trust were not fully appreciated. 


some of the 
relative pecuniary 


formula residue 


I use the 
formula” 


expression “pecuniary 
to cover a clause which leaves a 
percentage of the “adjusted gross estate” to 
the marital deduction trust 
is used to 


type 


“Residue formula” 
which 
residue to the 
may be 


cover a clause leaves a 
trust. The 
one the 
numerator of which is 50 per cent (or some 
other adjusted gross 
estate and the denominator of 
federal 


passing 


fraction of the 
fraction expressed as 
percentage) of the 
which is the 
value of the 
residuary 


estate tax 
under the 
will. It is not 
press the 
enough to 


property 
clause of the 
necessary, however, to ex 
such a 
that the amount 
wile” or into the 

shall be a specified per 

cent, if the full marital 
deduction is desired) of the re siduary estate 
provided that provision 
making it clear that such percentage is to be 
value of the 
estate, as finally determined for 


portion as Iraction; it 1S 


which 


specity 
is to go to the 
deduction trust 


centage (50 per 


marital 


there is also a 


applied against the residuary 
federal estate 
tax purposes 
be made 


In both cases, adjustments can 
to reduce the legacy 
deduction trust by the amount of qualifying 


to the marital 


assets which pass outside of the will such 


as insurance, joint-tenancy 


in contemplation of death, 


property, 


and so forth 


gts 


In each case, the legacy can be expressed 


in a way which will result in precisely the 
full marital deduction. 


\ssuming a gross estate of $200,000 and a 


residuary estate having a value of $170,000, 


as determined for federal estate tax pur 


will vield 
$200,000) and so 


poses, the pecuniary legacy 


$100,000 (50° per 
will the residuary type formula 
over $170,000 times $170,000). 
the tax collector 


type 
cent ot 
($100,000 
This is true 


because is only 


concer! ned 


with important dif 


estate tax values. The 


simplicity, it is assumed throughout this article 
that the survivor is the wife 


TAXES—The Tax Magazine 





is that, under the pecuniary type 
marital deduction trust will re 
assets worth $100,000 at the time of 


distribution 


legacy, the 
celve 
However, under the residuary 
formula, the above fraction will be applied 
for the purpose of making distribution to the 
residuary as constituted at the time 
of distribution. The marital trust will, there 


ore, share 


estate, 


in appreciation and depreciation 
value of the estate under the residuary 


Which is not the case under the 


pecuniary formula 


lo turther illustrate, Suppose that, in the 


above example, the residuary estate had 


doubled in value tl time distribution 


made. Under the pecuniary type clause, 


he marital deduction trust gets 


$100,000 but under the 


only 
residue formula the 
($100,000 over $170,000 


$340,000 tate had 


trust gets $200,000 
times depre 
ciated to estate tax value, the 
ret $100,000 


clause and. the 


marital would 


unde umary type 


of the will would get 


nothing clause, the 
trust would receive $50,000 


($100,000 over $170,000 times $85,000) 


thie residuar\ 
marital deduction 


vantages and disadvantages 


above approaches Che 1m 


sure that you know 


xplain them 


; 
e executor 


for « imple, Kiley and 
Formula 


ber 5 Fleming 


Golden rhe 
Trusts and Estates, Decem 
Provisions for Trusts and 


Marital Deduction 


lo the above might be added that the resi 
duary very difficult 
problems arising under the Illinois Principal 
and Income Act 


legacy avoids some 
problems are too 
to deal with 
here, but, by and large, it may be said that, 
admitting the ambiguities inherent in the 
Principal and Act, most of 
problems can be worked out satisfactorily i 


the cours¢ 


Phese 
technical and time-consuming 


Income these 


of administration 


There is no doubt but that the residuary 
formula accomplishes the 


for it by It certainly reduces 


the difficulties which which an executor may 
be 1ace d in 


results claimed 


its advocates 


under the 
It is not surprising, 


making allocations 


pecuniary type formula 
therefore, that the trust officers, answering 
voted 6 to 1 in 


claus¢ 


Mr. Lovell’s questionnaire, 


favor of the residuary 


type 


However, this does not mean that the 


pecuniary type formula is to be abandone 


trom it 


first plac e. 
claimed for the 


zdvantages 
that 
it apportions appreciation and depreciatio1 
mathematical 


one ol ie 
residuary formula is 
whi h 

The 


formula necessarily pre 


on a basis, may, it 


point of tact, be a disadvantage rigidity 
of a mathematica 
cludes flexibility 


not be 


Post-mortem planning may 
a bad thine even it it 


This 


espe ially 


sometimes may 
be troublesome 


overlooked, 


that, in most cases, a considerabl 


point should not be 


when it is recalled 


amount 


of time elapses between the date whet 


testator 


executes his will and the 


timc 


dic Ss 


Inasmuch as marital deduction is 


used 


primarily, if not solely, to reduc 


taxes, it may be desirable to distribute 
preciated assets to the 
for th 


value of this ti th 


nonqualifying 
obvious reason that, the great 


will 
subi ct to an 


greater 
value of the assets not 


when the widow dies. In the usuz 


this 


May be worked out 


Where 


ve anticipate as, 


allocation 


Iriel dly basis 


sa second wite. the 


is to be preterred 


preference, tor whi 


pecuniary clause \ 
thing, and | 


long as possibl 


prelet 


lf a pecuniary clause 
1K rable to have 

the residue 1s 
Powers of Appointment niversity 
Fall, 1951, at pp 1] 343 
See the cited at 


Forum 


article footnote 





insure that the executor, 


is to make the 
cutor has the 


than the 
An exe- 
readily 


rather 
allocation 


advantage , not 


trustee, 


avail- 


able to a trustee, of having distributions 


him approved by 


cation to the 


made by a simple appli 


probate court 

If a pecuniary bequest is used, it 
that 
rather than 
In the 


distributed in 


is prel 
erabl te 


shall be 


time 


specily estate tax 


values 
values at the 
of such 
kind in 
legacy will 
value on the date 


used, 
of distribution absence 
a provision assets 
payment of a general pecuniary 
be valued at their market 


of transter.’ 


This point brings to mind the argument 
if the residuary type clause, relat- 
ing to capital Under the 


excess of the 


in lavor 


so-¢ alled 
value oft 


gains 
suisman’ rule, the 

securities, used to pay a pecuniary legacy, 
taxable 
should be added that if the 
there may be a loss of 


take While 


true, taxes ordi 


estate’s basis constitutes 


ovet the 
capital ain it 
basis is greater, 


which no one 


may advantage 


this is undoubtedly income 


narily 


May be avoided by 


a careful selection 


f the assets used to satisfy 


Another reason for 
is that the tax concerned pri 
marily with such values and he might claim, 
that worth $100,000 at 
distribution, but 


a le WaACY 


using estate tax values 


gatherer is 
tor example, assets 
the time ot 
SSO.000 tor 


worth only 
should be 
valuation in determining 
what property passed to the wife and quali 
hed for Thus, $20,000 
of the lost if the ad 
justed $100,000, in the 


estate tax purposes, 


taken at the lower 


the marital deduction 


deduction might be 


gross estate were 


above « xample 


It has been suggested that the Sutsman 


rule does not 


apply to marital legacies be 


cause they are not 


really pecuniary but 


relate primarily to a division or 


apportion 
than to the 


While the 


think 


ment ot assets rather 


Satistac 


tion of a cash legacy.” argument 


has merit, | do not that it 1s safe to 


rely on it 
Oi course, where a pecuniary 


should be 


distributions jn 


type legacy 


is used, the executor authorized 


to make kind 


Otherwise, 

® Boston Safe Deposit and Trust Company 1 
Reed, 229 Mass. 267, 118 N. E. 333 

‘'Suisman v. Eaton, 36-2 ustc { 9443, 15 F 
Supp. 113, aff'd 83 F. (2d) 1019 (CCA-2) 
Brinckerhoff v. Commissioner, 481 ustc © 9296 
168 F. (2d) 436 (CCA-2), at p. 444 

* Fleming, article cited at footnote 4, at p. 348 

* Regs. 105, Sec. 81.47a(b)(2) gives the follow- 
ing illustration, among others, as qualifying for 
the marital deduction 

A property interest bequeathed in trust by 
H (the decedent) is considered as having passed 
from him to W (his surviving spouse) if the 
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technically, he would be required to sell the 
assets and distribution in thus 
advantages of This 


make cash, 
flexibility. 
exposes the 
making the apportion 
ments mentioned earlier, burdens of which 
he is relieved by 


losing the 
authority 
to the 


nec essarily 
burdens of 


executor 


the residuary type clause, 
but, to repeat myself, post-mortem planning 


has definite 


In all 


topic 


advantages 


fairness, I should conclude this 
by admitting that, in the capacity of 
will rarely be called 
family circle and my prefer 
ence for the pecuniary type clause may be 
colored by. relative immunity from those 
distasteful controversies into which I might 
be drawn as 


executor, ] upon to 


face an irate 


a professional executor whose 


allocations may be bitterly attacked 


Estate Trust 


\ trust for a widow tor 
mainder to her or her 
the marital deduction 
come is to be 


lite, with re- 


estate, qualifies for 
though the in 
accumulated during her life 
and even though she has no power ot 
appointment 


trust 


even 


time 
bec aust such a 
within the 


a nondeductible terminable in 


| his is SO) 
does not fall 
definition ot 


Statutory 


terest. No interest in the property can 


other than the 


pass 


to any person widow o1 


her estate.” 
Such a trust 
appointment, for 


may contain a power OI 


example, a power in the 
principal. It 
for payment of income to the 
discretion of the trustee. 
for the wife’s sole 


her estate cat 


The Code that all of the 
of a power trust must be paid to the widow 
during her lifetime 
not apply to 
ot such a trust may 


spouse to invade 


provide 
widow in the 


may 


s| he se powers are 
interest and only she or 


benefit by them 


requires income 
This requirement does 
trusts so that 
be accumulated during 
lifetime or for 


estate income 


the widow's any lesser 
period, just so long as it must all ultimately 
go to her or het Furthermore, the 
may 
question as 


estate 
problems which 


with the 


many arise in con 


nection to how far the 


powers and duties of the trustee may extend 


trust income is payable to W for life and upon 
her death the corpus is distributable to her 
executors or administrators, or if W is entitled 
to the trust income for a term of years follow- 
ing which the corpus is to be paid to W or her 
estate, or if the tru:t income is to be accumu- 
lated for a term of years or for W's life and 
the augmented fund paid to W or her estate, 
or if the terms of the trust meet the require- 
ments of paragraph (c) of this section.”’ 

The paragraph (c) referred to is the para 
graph dealing with power-of-appointment trusts. 
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in the case of a power trust, without so 


infringing on the requisite beneficial interest 
of the widow as to lose the marital de 
avoided in the case of the 
This advantage has less value 
when we are with the 


than 


duction, are 
estate trust 


today more familiar 


intricacies of the trust 


powe! was 


originally the case 


While it is essential to have a separate 
trust in the 
to comply 


case of a power trust, in orde1 
with the requirement that the 
be entitled for life to all the income 
ot the corpus of the trust, this is not true 
with trust. In 
words, a marital deduction will be 
for part of the value of the 
single trust to the extent 


spc USE 


respect to an other 


estate 
allowed 
corpus oO! a 
that such value 
represents only the widow’s rights in a non 
terminable interest. Nevertheless, it is prob 


ably safer to have a separate trust 


The principal value of an 


eState trust 
is that it permits accumulation of income, 
thereby providing an additional taxable en 
tity, and it avoids the unproductive-property 


question 


While there is no provision in the Code 
requiring that all of the property in a marital 
trust must be income-producing in order for 
the trust to qualify for the deduction, the 
regulations have interpreted the phrase, re 
quiring that the “entitled for life 
to all the income from the corpus of the 
trust,” as proscribing a trust whose “primary 
purpose is to safeguard property without 
providing the spouse with the required bene 
ficial enjoyment.” The 


widow be 


regulations give as 
a nonqualifying trust one 
substantially of property 
which is not likely to be income producing 


an example of 


which “consists 


during the life of the surviving spouse” and 
where the “spouse cannot compel the trustee 
to convert or otherwise deal with the prop 


erty 


” 10 


as cde S¢ ribe d above 


Two types of “unproductive property” im 
mediately spring to mind: first, real estate, 


and, second, stoc k of a close corporation 


Whatever your 


validity of the 


feelings may be as to the 


regulations, it is certainly 
not worth taking a chance at this stage of 
the game. Therefore, if substantial amounts 
of unproductive real estate, or of stock in 
which is not likely to 
dividends, are involved, the 


trust may be the answer 


, 
a ciose corporation 


produce estate 


‘I he close corpo- 
ration stock situation has, as far as I know, 
not yet occasioned difficulties, though there 
is the distinct possibility that some agent 
%” Regs. 105, Sec. 81.47a(c) 


Marital Deduction 


the power 


may raise the where a_ sizeable 


block of stock in a family 


question 


corporation is 


bequeathed to a marital trust, if past history 


indicates a long record of nondividend years 
or, regardless of the past dividend record, 
if the interests of the 
to beheve that 
in the future 


trustees give reason 


dividends will be withheld 


As noted above, one decided advantage of 
the estate 
cumulated 


trust is that income may be ac 
In the case of a wealthy widow, 
the addition of an extra taxpayer may result 


in substantial income tax savings 


There is one disadvantage, 


to the estate trust under the 


perhaps two, 
Illinois inherit 
In the first place, the estate 
trust has been referred to as compelling the 
What 
is meant is that the total value of the estate 
trust wil? be included in the 
tor Illinois tax purposes, which is not the 
case with the marital trust where the widow 
does not exercise the power 


ance tax laws 
exercise Ol a power O!f appointment 


widow's estate 


The other possible objection arises under 
the troublesome Section 25 of the Illinois 
Inheritance Jax Act. Under this section, it 
is possible to tax the remainder to a 
bracket 
though it would seem that the 
should be taxed to the widow 


stranger at the stranger rate, al 
entire trust 
The Section 
25 problem may, to some extent, be avoided 
by emphasizing the tact that the 


interest in the trust property 


complete 
is being left 
to the wite rather than stressing the 
tion of the life 


Ss¢pafa 
estate and the remainder 


One additional advantage of the estate 
trust which should be mentioned is that the 
widow can create new trusts which will be 
measured by the rule against perpetuities, 
date of her death 


date of her husband’s 


commencing as of the 
rather than as of the 
death lengthens the 
period during which the trust property may 
pass tree ot estate taxes It should be noted 
that, if the widow is 
power to appoint 


‘I his, to some degree, 


in passing given a 


general during her life 
time, the period of the rule against perpetui 
ties begins to run from the date of her 
exercise of the power, on the theory that her 
power is the practical equivalent of absolute 
ownership 


The use of the estate trust, rather than 
trust, sacrifices a number of the 
advantages inherent in the power trust. In 
the first place, in the case of the remainder 
trust, the remainder will be included in the 


widow’s estate and will be subject to the 





laims ot her creditors and to the 


a second husband. In addition, th noolnate In the last analysis, says Mr. Smith, 
expenses and the fees of executors. trustees the estate trust has enough 
ys will be increased disadvantages to indicate that its 


uld not be lost « act that use should be restricted to situations 


profitable to have th a power where the power trust either won't 
an estate trust, relegating unpro work or is dangerous. 


roperty to the latter 


last analvsis. the « marital deduction Che best practice 


disadvantages to indicate insist on seeing his deeds and policies 


uld be restricted to situatio question him on jomt-tenancy arrangements 


wer trust either won't wo! a in respect of bank accounts and securities 
particularly Series E bonds It is better 
to be torewarned so that you can plan trusts 
t adequate size and make direct distribu 


vhere the value of available assets does 


where the acy ti a trust. In any event, a clause 
reduced under the terms trustee authority to distribute, 
ntestamentary property Saye : trust is not justified, . ot hurt 
the marital deduction, ‘ ugh such authority should consid 
in mind that tl he power-of-appointment point 
be substantially tamily member ts the trustec 


Renunciation 


The possibility of a 
deductior 
a will and taking het 
ot a trust , 
assumed added importance with the 

Opinions differ , 
Pe the marital deduction. Frequently, the 
should be to justify , 1 1 ’ 1 4] 
; the husband’s estate 
probably $40,000 is” the ; - 
“ae I wite s estate may 
recommended 
deduction is 


Under such ci 
e followed 


ction mav be indicz 
$40,000 , 
tire estate 
rected t 


with 


s1oOn 


Article cited at footnote 1, at 51 Set l rsity Eleventh Annual Institute on Federal 
ilso, Mannheimer and Wheeler Relative Merits Taxation, p. 673: Casner Estate Planning and 


of Two Kinds of Trusts That Qualify for the the Regulations 63 Harvard Law Review 99 
Marital Deduction Proceedings of New Yor! 
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However, if the and the 


remaindermen are not 


widow renounces 


interests ot the 
vested, you may be faced with the unhappy 
Situation where the 


a will 


income Of a trust under 
accumulated during the 
lifetime of the wife. It becomes im- 
portant, 


must be 


entire 
theretore, to provide that, in the 
renunciation, the will shall be 


as though the wife had not sur 


event oO a 
constr 


testator 


rately re¢ 
with the 


advantages of re- 


explored on the 


In several Cases, | have delibe 


ommended nonqualifying trusts 
recommendation that the 
nunciation be 


t 


death of the 


¢ 


estate 


Mathematics Mislead 


lave just directly to 


days of the 


tain tasci 

Savings in the 
additional tax in 

Was some un 

by use 

husband’s 

It 


substantial 


taxes in the wife’s estate 


sucl a 


estate 


ll tax cost was increased 
trequently misleading In 


the use of the marital de 


duction in the husband’s estate 


postpones 
Where the saving 


} ‘ ] , 1 
substanti. { wite S ite 


} + 


ne payment ot the tax 


expectancy 


S720 000 
1¢ ~¢ 


‘ 


Marital Deduction 


marital deduction is used will be $100,000 
if the deductions are taken for income tax 
purposes, whereas it would be only $90,000 
if the deductions were applied against the 
estate. It is recommended, therefore, that 
consideration be 
executor 


given to authorizing the 


to claim such expenses as either 
income or estate tax deductions and to make 
such adjustment of tax between income and 
principal as the executor may think is equi 
table instance where the 
burdens placed on an executor have been 
increased by the use of the marital deduc- 
tion, since will be faced with 
the unpleasant task of dealing with hostile 
members of a 


Chis is another 


the executor 
family where disputes de- 
velop. Nevertheless, it seems better to give 
the power to the executor rather than to 
guess what power he has in the absence of a 


specifi authorization Or where 


course, 
rather than a 


distribution of the 


an executor, trustee, is to 


make ( residuary estate, 
he will have the advantage of the protec- 
tion of a court order, an 


eaSily available to the truste« 


advantage not 


I am told that this problem has not ere 

real difficulties so far Whether 
on the part ot 
those concerned or their unawareness of the 
problem is not clear. 


ated any 


this is due to reasonableness 


Income on Tax Money 


that the 
money to 


Suppose executo! 


ssets to 
raise pay the ¢ ‘ ‘ at an 
In the 
borne by 
is entitled to the 
money? Very 
any, wills give the right answer 
equity, it would 
should be used to in 


stage of administration usual 


Se. V here the 


early 
estate tax 15 
the residuary legatees, who 


income from this tax 


1ew, 


1 
matter oft seem cl 
the income 

o! the 


X In 


beneficiari s who 
Illinois, the Prin 
Act raises a turther 
not entire] 
To! thie wal 
return of t! 
trust’s share 
» | to be detern 
deduction of asset 


legacies Thi | 


the executor and tru 


where a residuary type 


cerned, I 


beque 
used, ince the 


t} 


entire income will fall 
residuary estate, but, a 

equity, shouldn’t the resid 

must be: the burden 

he interest on this mney? A clause 


will can supply 
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Hostile Widow 


Another complication, introduced by the 
marital deduction, is that it 
widow in a position where 
valuations, 


may place a 
she is seeking 
thereby increasing 
the estate tax, which she does not have to 


to increase 


pay, in order to increase the amount of her 
Also, the widow, who may be the 
best witness available, may furnish damag 
ing testimony with regards to gifts in con 
templation of death. As far as I know, 
this situation has not created any real prob 
lems and it is not likely to create problems 
where the widow is the beneficiary of the 
residuary trust or where the beneficiaries of 
that trust are her children. The problem 
might serious in the second wife 
no solution to offer. 


legacy 


be commie 


situation but I have 


Wife's Will 
The wite’s will now takes on added im 


portance where a marital 
is created tor her, 


deduction 
with a testamentary 
power of appointment. When the husband 
draws his will, the existing will of the wife 
should be examined to make certain that it 
either 


trust 


does not exercise the power o! ap 
pointment or, if it does, that it provides for 
adequate administration of the assets sub 
ject to the power. Many forms 
specifically exercise powers or contain lan 
susceptible of 
doing so 


obsolete 
guage construed as 
Sometimes, the language is am 
biguous, thereby inviting a construction suit. 


being 


The planning of an estate and the drafting 
of wills and trusts to carry out the plan 
have become extremely complicated affairs 
Frequently, the husband’s estate is substan 
tial and the wife’s estate is small An at 
torney may find himself somewhat exhausted 
after struggling with a testator to get the 
facts and wrestling with drafting problems 
The testator is likely 
the wite’s will 


to be in and 


overlooked, or, at 


a hurry 
may be 
least, postponed to a more convenient time. 
The better practice 1s to insist on seeing 
the wite’s will and, if it raises any doubts as 
to the exercise of a power over substantial 
assets, to draft a new will for her, which 
may be in very simple form, by making it 


clear that the power 1s not exercised. 


Also, what happens when the wife dies 
without assets and without an executor or 
administrator who is willing to take on the 
burden of administering a worthless estate? 
If she had a taxable power, there may be 
substantial estate taxes to pay. This will 
place a great burden on the trustees of the 


'? Rev. Rul. 83, 1953-11 IRB 10. 
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marital deduction trust and some 
should be made in the husband’s will to 
that they will be remunerated for 
their additional responsibilities. I scarcely 
need add that it would not be unwise for 
the draftsman to remember that attorneys 
may have to be remunerated for 
services in this connection. 


provision 


ensure 


their 


Elderly ladies sometimes are fond of hav 
ing wills in which there are a number of 
specific bequests to friends and 
An estate may be 
bequests when considered 
possibility should not be 
there may be 


relatives 
ample to satisfy these 
alone but the 
overlooked that 
included in the estate a sub 
stantial amount over which the testator has 
a power of appointment under her husband's 
will The amount of the tax 
estate must bear may either wipe out het 
substantially reduce the 
bequests which it is her clear intention to 
make. This problem can be solved either 
by appointing property to these be 
quests or by a provision in the husband’s 
will requiring the marital trust to bear the 
estate taxes which will be payable in respect 
of the appointive property in the 
trust. 


which her 


estate or specinc 


Satisty 


marital 


Widow's Award 


A recent revenue ruling,’ 
qualification of a widow’s award for the 
marital deduction, concludes ‘that the in 
terest in an estate which passes to a sur 
viving spouse pursuant to State law in the 
form of an allowance for support during the 
period of settlement of the deceased spouse’s 
must 
property 


2 


relating to the 


estate constitute a vested 


right of 
such as will, in the event of her 
death as of any moment or time following 
the decedent’s death, survives as an asset of 
her estate, in order to qualify under section 
S12(e)(1)(A) of the Code 
for the 


Internal Revenue 
estate tax marital deduction.” 


It will be recalled that, under the Reve 
nue Act of 1950, deduction of an allowance 
for support as an expense of administration 
was specifically denied in view of the wide 
variation of support rights under the 
and statutes of different states. This denial 
did not have the result of disqualifying a 
widow's award or comparable 
lowances for the 


laws 


supp rt al 
marital deduction 


While the cited ruling is probably cor 


rect, it unfortunately does not supply the 
complete answer, at least as far as Illinois 


law is concerned. 


3 Regs. 105, Sec. 81.40 
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The Illinois statutes provide that, in addi 
tion to family pictures and wearing apparel 
and so forth, there shall be 
amount “as the surviving 


allowed an 
spouse’s own 
property tree from execution, garnishment, 
or attachment in the hands of the 


executor 
or administrator for the proper 
port of the surviving spouse and minor 
children of the decedent for the period of 
nine months after the death of the decedent 
in a manner suited to the condition in life 
of the surviving spouse and to the condition 
of the __ 


sup 


estate.’ (Italics supplied.) The 
award is to be paid in three equal install 
ments at the end of each three months after 
the issuance of letters. The 
on to provide that: “If tine 
dies or abandons a child within nine months 
after the issuance of letters the 


Statute 


goes 


SUTrVIVINg Spouse 


amount al 
lowed for that child remaining unpaid to the 
surviving spouse 
that child.” 


The case law in Illinois is not conclusive, 
although what there is of it 
conclusion that the 
award is fully 
her death, 
her estate 


becomes the property ot 


supports the 
right to an 
and, in the 
Survive as anh 


widow’s 
vested 
would 


event ol 
asset oft 


thus meeting the requirements 


of the above-mentioned ruling.’ 


noted that the Illinois statute 
specifically provides that the allowance shall 
be “the surviving 
(italics supplied) 


It will be 


spouse’s Own property” 
subject, however, to the 
exception in favor of a child for the amount 
of the award all 


of the surviving 


ocable to him in the event 
spc use’s death or abandon 
ment of the child within nine 
the issuance of letters This language not 
icates that the award is the 
property but, by making 
child’s share of the 
death or 
widow's 


months after 
only ind widow's 
provision for a 
award in the event of 
abandonment, that the 
vested in her In 


ensures 


share remains 


PROVIDING FOR EDUCATION 


Concern was expressed 
White of 


standards or 


recently by 
Mississippi over 
that 


educational 


rnot 

education in 
Xn IncrTe ASE in 

+ lard ra he 1 | 

Standards 18 necessary, e Said, and, 

standards, the 

must be 


higher 


to promote 
schools 


adequately 
that the 


publi 
t 


nanced He 


pointe d out 


4 Illinois Rev. Stat. Ch. 3, Sec. 330 

% York v. York, 38 Ill. 522; Fick v. Arm 
strong, 136 Ill. App. 26; Allen v. Hempstead, 
154 Ill. App. 91; Annotation, Widow's or 
Family Allowance Out of Decedent's Estate 
as Surviving Death or Marriage of Widow, etc,"’ 
144 A. L. R. 270. For an excellent comment on 


Marital Deduction 


view of this latter provision, it might be 
wise to specify in the award (as current 
forms already do) the amount allocable 
to the widow since the ruling mentioned 
above contains language indicating that the 
portion allocable to the support of a child 
will not qualify because this portion may be 
divested. 


In the usual case where the marital de- 
duction is reduced by the value of property 
passing outside of the will, the amount 
passing under the will would not be de- 
creased if the award does not qualify but 
would be decreased if the award does qual 
ify. This is another case where there may 
the widow and other 
It will be noted that, in such 


marital deduction will neither be 
increased nor 


be a conflict between 
beneficiaries 
a case, the 
decreased, regardless of 
whether the award qualifies or not 


Conclusion 


One final word. We have been supplied 
with practically all of the answers for insur 
ing the marital deduction. Our particular 
problem has been narrowed to recognizing 
the questions An 


boiler plate 


indiscriminate use of 
undo the scrupulous care 
taken in drafting a marital deduction trust. 


Way 


It is necessary, therefore, to examine every 
and all directions 
executor with the 
requirements 


given a trustee or an 
trust 
mind 
widow is entitled to all the 
under a power 


powe! 1s 


marital deduction 


and nothing else—in 
that the 
income for life 
sure that her 


events Be 


Be sure 
trust se 
exercisable in all 
that no and no 
event can deprive the widow of those rights 


sure person 


As mentioned earlier, the 
fair and liberal If a 
draftsman’s fault 


regulations are 
fails, it is the 


[The End] 


trust 


tax burden in Mississippi is relatively 
that it is 
so that the program to solve 
the educational problem can be car 
ried out. He recommended that the 
legislature seriously 


low and necessary to raise 


revenue 


consider the rev 
proposals of the 
Education 


enue Legislative 


Recess Committee 

the subject, see 29 Chicago-Kent Law Revieu 
270. Mr. Fleming, in his article cited at foot- 
note 1, at p. 248, indicates that the local tech- 
nical staff has taken the position that the 


widow's award under Illinois law qualifies for 
the marital deduction 
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Powers with Stock Provisions 
Are Apt to Present 
Difficult Questions Later 


The Use of Powers in Estate §PI 


THE PURPOSE of 
the uses 
the light 
Phe powers considered 
those 


this to 


in 


paper 


ol ol powers 


of present-day 
of a dispositive na 
administrative. Even so 


ufficiently broad 
be 


two classes according 


vers may divided for 


mto 


fiduciary (herein 


“trustee’’); 


oa 


and 
a beneficiary 


be 


principal categories 


st group may subdivided 


invasion of ¢ orpus; 


payment or accumulation; 


m of beneficiaries 


be 


ategories 


may subdivided into 


val ( 


or 


consume corpu 
imnulative 


ty 


imulative nature; ane 


cdirect dispositior 


POWERS OF A TRUSTEE 


Power to Invade Corpus 


asion ot! beneh 


corpus lor 
called th 


To be 


ymetimes been 


f estate planning 


tound 
9 American 


rable Council on Property and Status 
Law School Review 902 (1940) 

Robert A. Jones To Pay or Not To Pay 
t rrustees in Exercising 


24 


ions Confronting 


January, 


sure, there linarily is an encroachment 


clause 1n every will and trust agreement, but 


¢ 


as Barton Leach had occasion to say 


some 


years ago, the provisions one habitually 


} 
Phe 


aUlli¢ 


finds are drawn clause is 


rizing tl 


Vision 


ichment 


more 


Trusts & Estates 326 (1953) 
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efPlanning 


By AUSTIN FLEMING 
Attorney, The Northern Trust 
Company, Chicago 


W here 
there is no charitable remainder, it is pos 
sible to go n and spell out 
further purposes that the testator or grantor 


standard in any event 


to such 


irom there 


is Willing to have the trustee invade corpus 


to accomplish. For example, with present 


day housing costs, there 


might be a power 


to invade corpus to permit a beneficiary to 


buy or furnish a home. Principal encroach 


ment might also be authorized in propel 


cases to assist a beneficiary in starting o1 


developing a business oO! vocation, o1 to 


him to travel or to cover family ex 


like those 


permit 


penses of a wedding or funeral 


Sometimes to achieve complete flexibility, 


lawyers have gone to the other extreme and 


given the trustee complete discretion as to 


the purposes tor which invasion may be 


made, such as by authorizing encroachment 


for any purpose the trustee deems “best” or 


“advisable Such a grant would eliminate 


the construction 


questions pre 
on the 


specific terms and, surtace, 


a certain appeal However, there are 
both 


rant—disadvantages which 


disadvantages, practical and 


a similarly un 


with respect 


tully aware 


echnical rules 


1 remaindermen 
ant, or of how 


mak 


are about 
Blodget 1 Delaney, 53-1 ustc % 10,887, 201 
F. (2d) 589 (CA-1) Henslee v. Union Planters 
Bank & Trust Company, 49-1 uste © 10,701 335 
U.S. 595 
cited at footnote 2, at p 327 


* Jones, article 


Use of Powers in Estate Planning 


ing inroads on principal, knowing as they 
do that the sword of surcharge by remain- 
dermen heads. 
A wide-open discretion with no guides to 
the trustee is the bane of a trust man’s life,* 
and, instead of giving the liberal interpre 
tation which an unlimited discretion might 
suggest, one is apt to find him following 
familiar rules favoring remaindermen. On 
the legal side, there is a principle of law 
which keeps cropping up in the cases in 
Illinois and elsewhere that an uncontrolled 
discretion to invade may void the 
trust ab initio for uncertainty.’ The courts 
usually succeed in finding that the discretion 
is not uncontrolled, but the mere reiteration 
of the principle is enough to warrant caution 
in using an unlimited power to invade with 
out some guides to the purposes the testa 
tor has in mind as warranting the exercise 
of the discretion. 


is ever hanging over their 


corpus 


In marital trusts, the enjoyment of in 
come as well as corpus must be limited to 
the spouse to obtain the tax deduction.® 
in other 
well 


Sut, 
clause 
principal, 
not merely for the income beneficiary but, 
also, for any members of the family depend 
ent upon the beneficiary, With present-day 
increased longevity, many people are sup 
porting elderly relatives; and college 
ing of 


cases, the encroachment 


may authorize the use of 


train 
general rule 
Is a payment of 
corpus to a beneficiary’s destitute mother a 
“comfort” or “need” of the 


now the 
rather than the exception. 


children is 


income bene 


ficiary? Is a child’s education a “comfort” 


or “need” of the beneficiary? I 
doubt it Sut 


cases other 


imcome 


there is no why, in 


reason 
deduction 
the authority cannot be expressly extended 


to cover other members of the 


than marital trusts, 


family 


here is always the question of whether, 
in exercising a other 
resources are to be considered.’ Many in 
that account 


taken of other assets but my ob 


power or Invasion, 


vasion clauses 


shall be 


servation is that they are often too restric 


now specily 


tive, or may be so construed in the hands of 


a conservative fiduciary or literal-minded 
court. I doubt 


beneficiary to be 


that any testator intends a 


destitute before an inva 


sion clause becomes 


operative; 


yet, such 
the legal effect of many encroach 
ment provisions. A is In Re 


5 Booth v. King, 368 Ill. 487 (1938): Walliser 
v. The Northern Trust Company, 338 Ill. App 
263 (1951); Mills v. Newberry, 112 Ill. 123 (1885) 

* Code Sec. 812(e)(1)(F), added by Revenue 
Act of 1948 

‘ZA. L. KR 


may be 


case in point 


(2d) 1432 
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Mr. Fleming presented this paper at 
the University of Chicago Sixth Annual 
Federal Tax Conference, October 30. 


Ferrall’s Estate” There, a father created a 
testamentary trust for an incurably ill and 
bedridden daughter 
of corpus if the 
insufficient for her 


became 


and authorized the use 
income were at 


“needs.” 


any time 
Her own estate 
exhausted by medical and nursing 
expenses and suit was brought to compel 
the payment of corpus. The Supreme Court 
of California denied relief because it ap 
peared that the daughter was married, her 
husband had the legal responsibility of sup 
port, and the inability of the husband to 
pay the expenses of the daughter over and 
beyond his income was not shown 


Consistency is perhaps too much to ask 
even of supreme courts, but, after reading 
the /errall case, | could not help thinking ot 
an earlier California case, Colburn v. Burlin 
game.” There, Leslie Colburn left an estate 
of $90,000 to his widow for life and then to 
his brother and sister-in-law, but with power 
in the widow to use the whole or any part 
of the corpus in such manner as might, in 
her judgment, seem best “for her 
The 
lived with her 

Then they 
to California where the widow, it 
was charged, proceeded to support her new 
husband from the property of the estat 
The remaindermen, understandably, became 
incensed brought a bill 


own 1n 
dividual benefit and support.” 
married 


widow 
again and tor a time 


second husband in 


Chicago 
moved 


and 


to enjoin such 


diversion 


Do you think Leslie 


intended his lan 
individual benefit and 
include the support of the 
second husband? I think I hear 
“No” and I am sure the testator would say 
an emphatic “No.” But the supreme court 
thought, in that case, it was all right for the 
widow to support her 
first husband’s 


guage, “for her own 


support,” to 


you say 


new spouse on her 
property The 

“Having ample means the not un 
natural 
California 


court said 


desire arises in her to remove to 
Should = she leave hes 
husband moiling and toiling in Chicago? 
sumably she this question full 


sideration concluded it 


Pre 
gave con 


and would be for 


§258 Pac. (2d) 1009 (1953) 

® 190 Cal. 697, 214 Pac. 226 (1923) 

%” Article cited at footnote 1, at p. 904. 

1 Code Sec. 811 (f), as amended by Sec. 2 
of Powers of Appointment Act of 1951 

22See John W. Ervin, “Standards for Powers 
to Invade Principal,’’ 92 Trusts & Estates 274 


26 January, 


ee as 


her benefit that he accompany her West 
We can readily perceive that it might be 
much to her that he 


do so 


advantage should 

This would seem to be a reasonable de 
duction to everyone except the remainder 
men! Barton Leach tells of a poem a 
student of his submitted one day after dis 
cussion of the Colburn case :” 


“ 


Breathes there a wife with soul so dead 
Who to her husband has not said, 

Come, my love, and stop this toiling 

Cease this so plebian moiling 

Leslie’s dead 


Oh gee, Oh joy 


Let’s not rot in Illinois 

“Leslie’s dead and with his sheckels 
We'll spend winters raising freckles 
So remaindermen, we warn ya, 

We are off to California.” 


Where 


trustee 


the beneficiary is a trustee or co 
there is a troublesome question of 
whether, and if so, the extent to which, the 


power of may be 


should or 
ferred without tax consequenc« 
of Appointment Act of 
problem to the 


power to 


invasion con 


The Powers 
1951” resolved the 
extent of that a 
property lim 
standard 


declaring 
invade or consume 
ited by an ascertainable 
to the health, 


nance of the 


relating 
education, support or mainte 
decedent is not deemed a 
general power of appointment for federal 
estate tax purposes. There has been a tend 
that time to parrot the 


and overlook the 


“ascertainable 


ency since words 


of the statute requirement 
of an standard,” 


purposes To use the 


relating to 
these words of the 
may miss its 
protection as well as fail to give the trustee 
any help on what the grantor 
meant regarding the use of principal. Where 
the beneficiary is 


statute without a 


standard 
testator or 
trustee tor 


himself it 1s 


important, charitable 


just as in the case of 
to tollow closely the 
Powers of Appointment 


but, 


remainders, 
ot the 


provisions 
Act not only 


as to purposes also, as to 


\W here 


cotrustee it is 


standards 
there is a disinterested trustee or 
preterable 


pomt oft 


trom an 
lodg. } t 
disinte 


estate 


planning view to inva 


solely in the 
then restricted to the 
purposes listed in the act, but 


sion power rested trus 


tee.” One is not 


may ine lude 


See, also 
Powers of 
859 
%MecLucas, ‘‘Income Tax 
Transmission of Wealth 
Magazine, December 


Don H McLucas 
Appointment,’’ 90 


Drafting of 
Trusts & Estates 


Planning in the 


TAXES—The Taa 
1952, p. 973, at p. 978 
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The statutes of each state should be 
checked to see to what extent, 

if at all, a power to accumulate 
may be employed. 


all purposes reasonably anticipated. Flex 
ibility would seem to suggest that it is better 
to have broader purposes given to a disin- 
terested trustee than to confine the authority 
to invade to purposes too narrow ever to be 
used, so that a beneficiary might participate 
in its exercise 


Power to Pay or Accumulate 


Another dispositive may be 


power which 
given a trustee and be of great 


an estate 


value from 
planning viewpoint is one 
accumulate 


Where the example, is the 


primary beneficiary of the estate and has an 
independent income, or 


to pay 


out o1 income 


widow , ror 


receives substantial 
insurance benefits, it will often appear that 
her separate plus her 
income 


income, 
and the 


insurance 
from the marital 
trust where established, will be sufficient to 


monies 


maintain her in a wholly adequate manner 


The income from the second or nontaxable 
trust is so much excess income and its pay 
ment to her not only places her in higher 
income tax brackets but, also, augments her 
estate for 


Yet 


certain 


death tax 
grantor 


subsequent purposes. 
the testator o1 


that his 


wish to be 
is amply provided 
for. In such cases, the power of the trustee 
to withhold or 
trom the 


may 
widow 


accumulate income 


or nonmarital trust, in any 


excess 
Sec ond, 


} 


LRiIVe! Veal HldsS a 


definite tax-saving ad 


vantage. The income tax on any income not 
disbursed will be paid by the trustee and a 


second tax entity is gained thereby 


W here 


the powel 


a child is the primary beneficiary, 

is also often desirable, not only 
the child is and his needs are 
small, but, also, when he is older 


while young 


and has 


himself, or through a 


spouse, a substantial 


separate In such cases, any income 
not required by the child may advantage 
withheld; and, to the extent with 
held, it will be taxed for income tax purposes 
to the 


income 


ously be 


trustee 


to withhold 
power to 


\ power 


in legal 
and the 


income is, 
effect, a accumulate, 


ability and for 


to employ such a power, 
“Til Rev. Stat. (1953), Ch. 30, 
amended by H. B. No. 48, 


18 See Public Act 6 


Sec. 153, as 
Laws of 1953 
Laws of 1952 (Michigan) 


Use of Powers in Estate Planning 


what period, is determined by the law of 
the state of the situs of the trust. Illinois 
under which accumulations 
for any duration within lite 
and Michi 
gan, by repealing its former law, has gone 
to a similar period under common law.* On 
the other hand, Indiana, Wisconsin, Minne 
and North and South Dakota have 
Statutes restricting, in One or more respects, 
the period for 


now has a law 


may: be made 


or lives in being and 21 years,” 


sota 


accumulation. The statutes 
state should be checked to see to 
what extent, if at all, a power to accumu 
late may be employed 


of each 


What disposition must or may be made 
of income not disbursed by a trustee unde 
such a power? The instrument should specify 
and, normally, it will either be added to and 
become a part of corpus at the end of each 
calendar or 


fiscal year or be 


separate 


retained as 
account to be dis 
bursed in subsequent years; or the trustee 
may be empowered to do both 

May the beneficiary 
exercise Of a power! 
late 
another ? 


income im ia 


either or 


participate in the 
to pay out or 
trustee or 


accumu 
either as cotrustee with 
There is no reason, from a sub 
stantive law point of view, why not, but, 
from a tax law standpoint, there would 
appear to be several legal and practical 
reasons why such a power should be lodged 
solely in a disinterested trustee. The value 
of such an authority is in direct ratio to the 
breadth of the discretion controlling the 
trustee. In order to attain the tax objective 
when the beneficiary is trustee or cotrustee, 
the standard must be limited to definable 
things,” such as support, education and 
maintenance, to the point where the power 


becomes so lose its 


restrictive as to pur 
the other hand, when the dis 
cretion is broad and unfettered and is given 
to a beneficiary 


authority 


pose On 


as trustee 
may be com 
over all the income and subject the 
beneficiary to tax, whether received or not." 


or cotrustee, the 
the equivalent of 
mand 


Reflection upon the possibilities for tax 
savings, represented by a power to pay out 
or accumulate, will disclose that it has great 
appeal to a beneficiary who is in high in 
come tax brackets, and will suggest that 
the trustee should not only be disinterested 
but should have a strong spine. No stand 
ards are required by the present law for the 
exercise of a power to withhold or accumu 


late and, so far as the income tax aspects 
are concerned, the matter is in the unfettered 


16 See footnote 13 
17 Corliss v. Bowers, 2 ustc § 525, 281 U. S 
376 (1930) 
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of the trustee \ power to pay out 
or accumulate can device for 
income out of the beneficiary’s tax 
and ultimately paid to 
him tax free, the taxes paid by 
section 162 (d) (2) of the 


become a 
kee ping 


brackets having it 


except tor 
the trustee.” 
Code, taxing distributions of previously a 
cumulated income to the extent of currently 

vould 
accumulation in 
disbursement in the 


would be 
vithhold 


available income, constitute some 


deterrent to an 


and 


less, it 


one yea&r 
Neverthe 


the trustee to 


next 
possible ro! 


income for three or four years 


and then distribute it in 


lump sums with 


definite income bene 


a thor 
useful and advantageous discretionar 


ust into that 


st eventual 


tax advantages to the 


ficiary. It is tl sort of debasing of 


oughly 


a tax-avoidance scheme 


certainly lead to an 


the tax law, and, even before, 


Omi ; 


a Case@C Ol 


sioner may argue, in 
recurring and repeated instances of accumu 
lation and disbursement, that the 


under thi 


trustee 1s 


domination of the beneficiary and 


that the beneficiary has the 


over all the 


equivalent ot 


comma | 


income and its tax 


able on it, whether or not received 


In states 


having inheritance tax laws, 


distinguished from 


estate tax, such as Illi 


nos, a power in a trustee to pay out or 
iccumulate income may be treated as neither 


a life estate nor a term-for-years and may be 


lumped with the remainder and taxed under 
Section 25 of the Inheritance and Transfe1 
lax Act (or comparable section).” If that 
vere the case, one or 
might be lost for 
Phe wording of the 
this 


allowance of the 


more exemptions 


inheritance tax purposes 


power may be import 


ant im ‘The allowance or dis 


respect 


inheritance tax exemption 


may turn on the 


question ot whether the 
trustee is empowered to pay out so much of 
x all of the income as it deems advisable, 
or is directed to pay out all the income for 
with the 


to hold back any 


the beneficiary power nevertheless 
which, in the trus 


tee’s opinion, is not needed by the 


mMncorne 


beneficiary 


Power of Selection of Beneficiaries 


\nother type of trustee’s power useful for 
J I 


estate planning is that of selecting among a 
class the benefi 


income For self 


beneficiary o1 
receive the 


particular 
ciaries to 


evident 


reasons such a would be 


powell 
See Mannheimer and Friedman ‘Income 
lax Aspects of Various Will and Trust Arrange 
ments.’' Proceedings of New York 
Tenth Annual Institute on Federal 
(1952), p. 909, at p. 929 

‘Till. Rev. Stat. (1953), Ch. 120, Sec. 398 

© See footnote 13 


University 
Taxation 


28 January, 1954 ®@ 


emploved onl in trusts not 
qualify in the marital deduction 
Here, 


or accumulate 


again, as with the power to pay 


income, the purpose is pr 


marily income tax 


economies, each year’s 


ncome being spread among one or more 


} 


members of the needed 


group where most 


and wher 


would be lowest, but it also affords opportu 


nities to 


normally the income tax brackets 


Save estate taxes by retaining the 


for the lives of persons 


grantor might 
Ifa 

power to accumulate ‘ ! 1 (and 

authorized by local 

entity in tl person of! 

besides the several members of 

W hen coupled vith < \\ ot 


burden 


<ept at a minimum 
f 


principal, the income 


family group can be } 

} lexibility can be in 
' 

e plan ich not 


family ving, but ap 


only 


norn 
very closely outright owner ship 


r the use of a power to “spray” 


trusts has 


MelLucas,* 


James (as 


planning of nonmarital 
Don H 
Mannheimer ind \ 


been vell < by 


\lbert 
ner, in recent estate planning articles. As 
Don MclLucas 
possibilities 


] 


stated in articl The 


income tax saving under 


his arrang t as contrasted with a pian 


all of | 


eacn year’s mcome 
property to [one 


bene 


ficiary | challenges the imaginati 


This is as true today as 
problems most tax and trust 


been concerne d abe ut re garding spray trusts 
have been administrative and practica 


than technical 


questions th: 


a member of group may serve ruste 


or cotrustece may be given the power to 


remove the trustee and designate a 


succes 


sor, without 


danger of having the income 


1 } 
wholl 


vy taxed to him But these are more 


every tax and trust 


academic, for 
hat | 
oucht to he 


disinterested 


know feels that the 
lodged 


trustee and 


power 


only with a 


that it 1s best to 


] 


avoid removal 


giving a power of trustec 


pote ntial spravees 


Rather the is to discern 


cases tor use Spray clauses and Irae 
' Mannheimer and 
footnote 18 
227A. James Casner, Responsibilities of the 
Corporate Trustee as to Discretionary 
32 Trust Bulletin 21 (1953) 
McLucas, article cited at 
pp. 977 and 979 


Friedman, article cited at 


Trusts,’ 


footnote 13, at 
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tl Protessot 


the 
the 
trustee 1S 


1e power in workable terms 


Casner has wisely pointed out recently 
importance of trustee independence in 
exercise of ers.” lia 
and amenable to the di 


well be ce 


beneficiary 


spray pow 
iW 


wholly submissive 


tates o} 


and p< rl 


a beneficiary, it may 
held, that a 


ntended, 
| 


1as 
will be 


not 


laps 


command ove the income and 


whether received or 


Also, on the 


trust 


taxed for it, 


administrative side, most 
should 
provision for 
trusts It 


considere d in larger 


men say that a spray powe! 


never be regarded as a stocl 


general inclusion in wills and 


il nly be situa 


tions and where 


there is basically a harmo 


nious family relationship throughout. They 
the spray arrangement | 


factorily, and 


Spray 


parent, child and child’s de scendants ra 


and 


distributions cz eng 


sisters where 


dith 


as between brothers 
al idet 
an Iriction 


leads to the question ot the 


lards lor the 


This need or 


desirability of stance exercise ot 


trustee’s judgment. From a trust law view 


pomt, thie aiscretion 


may be unlimited and 


unfettered As Section 187 (j) of the Re 


Trusts savs 


statement of the Law of 


he trustee may be 


permitted to make a 


among a class of beneficiaries in 


even as a result of his 


whim and without be 


iyone tor the reasons 
so long as he 


acts honestly.” 


an income tax viewpoint, no 


required for the exercise ot 


spray and there is no doubt 


many spray provisions in use 


broad and leave the matte: 
yt the trustee as it 
and the like 


he standpoint of effective 


“advisable,” 


wers, and inde 


of such po 


pendence 0 


| trustec 


action, a gor d case can 


be made for the use of at least a semblance 
of standards or guides for 


At the 
| 


ink only of the 


trustee action 


mention of standards, many 


{ 


overworked words a 


and needs.” Such 
uld, admiitte dly, be too 


unlimited 


“support, maintenance, 


standards we narrow 


Better an discretion rather than 


one restrictive to the point of unworkability 


But, aside from needs, the two factors 


every estate owner has in mind im using a 


spray power are the desirability of increas 


‘Casner, article cited at footnote 22, at p. 24 
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and 


Most trust men say that a spray 

power should never be regarded as a 
stock provision for general 

inclusion in wills and trusts. 


ing a beneficiary's se parate income or estate 


the ability o1 


inability of a beneficiary 


t 


to manage money prudently and for his own 
good. As 


standards as 


parents, 
those 


you recognize these 


you apply to your chil 
dren in the 
\part trom 


ments, the 


matter of their allowances 


bus fare and lunch 


require 


amount of additional allowanc« 


depends on what a child does with what he 
has 


received in the past, and whether, with 


his paper-route 


the 


money and other 


earnings, 
him 
his own good. The 


amount you might otherwise 


IS more than 


pive 
is best ror 


same considerations apply to a trustee. | 


think it helps to Say so i have no objection 


broadest discretion to a 


to giving the 
tee but | 


irus 
like to see something in the way 
ot guides to its exercise, 


ability of the 


as, lor ¢ xamiple, the 
beneficiary to and 


manage property, the desirability of increas 


CONSETT VE 


ing the beneficiary’s separate income and 


consideration of 
that 


testator 


estate, and a 


any special 


family circumstances frequently exist 


feel should 


is also extremely 


and which the would 
decision It 
indicate the 


within the 


enter into the 


important to order of preter 


ence there 1s 


Such 


group whiere 


usually 1S ouide 
definite aid to the 


attempts ol 


preference—and there 


are ot trustee agaist 


beneficiaries to dictate and de 


mand; they tend to negate subservience and 


make the trustee’s 


actions for tax auditing purposes much more 


amenabilitv; and they 


defensible 


One final thought: Many lawyers who 


have included spray provisions in instru 


found themselves embarrassed 


of the 


ments have 
at the 


state 


testator’s death in settling 
vhich 
mandatory in 


Tine 
inheritance 
would be 


taxes, Ixemptions 


available under a 
come payment direction are lost; the income 
is lumped with the and, in [lh 
taxed Illinois 
Tax Act (or com 


the 


remainder 


nois, under Section 25 of the 


Transfer 
He re. 


Way Ie 


Inheritance and 


parable section) again, form 0 


Spray proviston 


important Ihe 


may be obtained, to! 


life 


Same results 


spray 
example, by 
come to the 


disc 


giving a estate in the in 


primary beneficiary with 


retion in the trustee to 


the 


Spray 
the 


any il 


come im excess of needs of benet 
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Clary 


would be 


authority 


among a class, as obtained 


by giving the trustee to distribute 


o much or all of the 


income among the class 


POWERS GIVEN A BENEFICIARY 


Power to Withdraw or Consume Corpus 


From an estate planning point of view, 
the provisions in the Powers of Appoint 
ment Act of 1951, permitting the with 
$5,000, o1 5 per cent ol the 


value of the property, 


drawal ot 


aggregate 


trust each 


year without gift tax consequences, constituted 


one of the most 


beneficial modifications of 
1942 Revenue Act 
part of the so 
ot lapsed powers and 
is expressed in terms of release of powers 
of appointment. But the net effect is to 
beneficiary may be 
take down the 
cent of the 


the tax laws since the 


The provision appears as 


lution of the problem 


given the 
greater of $5,000, 
value of the 
trust property, each year without incurring 
witt tax 


Most 


provision 


Say that a 
right to 
or 5 per aggregate 


consequences 


testators seem to find the $5,000 
adequate, and the 5 per 
cent alternative is not frequently employed 
This is perhaps tortunate 


and the Senate Finance 


entirely 


because the act 
Committee report 
how the 
Until more 
cent feature, it 
seems safer to employ the $5,000 alternative 


are not 


particularly clear as to 


5 per cent 1s to be computed 


light is shed on the 5 per 


The power to withdraw $5,000 each year 
without 
in the 


restriction, coupled 
trustee 


with a power 
and to accumulate, 
provides about the 
way of flexibility 


to invade 
or spray, the income, 


maximum in the and ac 


commodation to convenience 


well-being 


family and 
With the present favorable tax 


status of these 


powers, 
heard to 


trust 


no estate planner 


should be about the 


complain 


rigidity of arrangements 


\ withdrawal power, 
of $5,000, is particularly 
of charitable 


within the limits 


valuable in cases 


remainders (providing, as it 


were, a ceiling on 


invasion) 
where, to 


and, also, ot 


beneficiary trustees gain tax ad 


vantages, a more restricted encroachment 
indicated might 
The combination of the 
and the encroachment 
provision in such cases will normally afford 
ample flexibility without losing tax advan 


tages 


clause may be than other 


wise he desired 


withdrawal power 


>McLucas, article cited at 
“64 Harvard Lau 
’ Johnson 
The Taz 


footnote 13 
Review 185 

Powers of Appointment 
Magazine, December 


TAXES 
1951, p. 965 


30 January, 


1954 °@ 


Another type of withdrawal power fre 
quently seen is the cumulative type and is 
employed in lieu of mandatory distributions, 
or, in the case of marital 
to appoint by 
distribution 


trusts, in lieu of 
will. Instead of 
to a child at 
unlimited power to 
request after that age 

arrangement 


a power! 
directing age 25, 

take 
While 
provides no benefit 
from an income and estate tax standpoint, 
it is often beneficial in 


he is given an 
down on 


such an 


estate planning in 


furnishing protection for the beneficiary 
against creditors, spouses, and importunists 
of one sort or another In the case of 
marital trusts, it avoids many of the pitfalls 
inherent in testamentary powers of appoint 
ment, as I shall 


later point out 


Power to Direct Disposition 


Undoubtedly, the power to appoint ot 
direct disposition of property 1s the 
important that a 


achieve 


most 
testator or 
flexibility 
present tax 


single power 


grantor can employ to 
mm property dispositions under 
laws It is the 


trust 


one permissive 
that 
outright 


such. 


feature in 
arrangements almost 
approximates 


actually being 


Also, it than at 
any time in the past ten years, to predict 
with 


exactly 


disposition without 


is possible today, more 


reasonable assurance what the tax 
consequences of powers of appointment are 
and are not. It 


sensus ot 


appears to be the 
opinion, after more than two 
experience under the Powers oi 
Appointment Act of 1951, that the act is 
a good and that the tax status of 
powers of appointment is, for the first time in a 
decade, 


There have 
sitions on the 
ment in 


con 
years ol 
law, 


reasonably clear and understandable 


excellent 
powers of! 


several 
use of 


been expo 
appoint 
planning and on their tax 
under the new act. No purpose is 
seen in saying again poorly what has already 
been said so well in them. 
ner’s paper, “Estate Planning-Powers of Ap 
pointment,” James P. John- 
son’s article two years ago™ is one of the 
find. 
“Powers of Ap- 
MclLucas’ article 

Appointment” ” 


estate 
Status 


Professor Cas 
** is a classic. 
best technical considerations you will 
Richard Turk’s article on 
pointment” * and Don H. 


on “Drafting of Powers of 
are “must” reading. 


There are two practical observations on 


the current use of powers of appointment 


% 90 Trusts & Estates 428 (1951) 
* Article cited at footnote 12 
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which occur to me. The first relates to the 
class under special or 
The 1951 act says, in 
effect, that any power which excludes the 
right to appoint to 


one’s creditors, ot 


description of the 
nontaxable powers. 


oneself, one’s estate, 
to the creditors of one’s 
broadens 
permitted. In 75 per 
cases, the limitation to the 
still what is 


is altogether adequate 


estate is nontaxable and greatly 
the range formerly 
cent of the 
family group is wanted and 
In others, the testator 
or grantor has unmarried children or chil 
dren without issue or for 
other finds the 
There 
point 
wh le 


one reason Of! 


family group too narrow 
seems to be no satisfactory in-between 
between the family group 
world except oneself, 


creditors, or the 


and the 


one’s estate, 
one’s one’s 
is the Scylla of indefi 
niteness ot description ot the group, with 
all the legal and tax implications that fol 
low from it. On the other 


ot creating a power 


creditors of 
estate On one side 


is the Charybdis 
exercisable in favor ot 
which 
may be contrary to public policy and, hence, 
a power to appoint to anyone 
fore, a 


anyone other than one’s creditors 


there 
substantive law 


The 


and, 
general power 101 


as well as tax law 


purposes Com 
informally that he will 
and not coat-tail ride.” 
established by de 
or regulation, many lawyers have been 
reluctant to follow the statutory language 
No one yet seems to have devised a satis 
factory description broader than the family 
group but less than the statutory descrip 


tion, that has gained general acceptance 


missioner has said 
abide by tax 
Until that 


cision 


laws 
position 1s 


Second, whenever we think of powers ot 


effective at death we are in 
think of 
will As we 
time 


appointment 


clined to powers to appoint by 
trom the 
appointment 
gained widespread use to the 
many of 


number of 


have moved along 


when powers ot first 


time when 


these powers are ripening, a 
troublesome problems have de 
veloped. In these 


be summarized as follows 


general, problems may 


31 


(1) Unnecessary exercise of powers of 
appointment. 
lawvers, 


Donee s, and, sometimes, their 
to think 


exercise 1S 


seem that, if a power. is 


conferred, an mandatory 
though the gift in default is entirely 


factory and in 


even 
Satis 
accordance with family de 
a general rule, where the gift in 


default is carefully 


sires As 


drawn and is adequate 


and appropriate, it is not only unnecessary 


"Letter, dated August 23, 1951, from E. I 
McLarney, Deputy Commissioner to Messrs 
Bell 30yd, Marshall & Lloyd, Chicago. See 
also Tractman Estate Planning Monograph 


(1951) p. 1/0 
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but inadvisable for the donee to exercise 
The may be where 


it is desired to obtain a new cost basis for 


the power exception 
the assets, and, even then, the income tax 
should be against the 
added inheritance tax costs involved in an 


aspects weighed 


exercise aS against nonexercise. 


(2) Overexercise of powers.—Many wills 
are drawn purporting to exercise powers in 
a manner which exceeds either the scope 
of the power or the type of interests which 
may be created in the 
who are 


scendants 


appointees. Donees 
authorized to appoint 


only, 


among de 
spouses in thei 
Powers to direct distribution only 
are being exercised by 
ther trusts. Powers to appoint in trust are 
exercised by the new 
which may not be authorized and 
result in invalidity of the exercise and 
inl possible 


include 
exercise 
the creation of fur 
being creation oft 
powers 
may 


adverse tax conse quences. 


(3) Blanket exercise of powers and exer- 


cise of powers through residuary clauses. 
Notwithstanding ten 


on powers ot 


education 
other tax 


years ot 
and 
still include a 
ot powers ot appointment 
contain residuary clauses which 
are silent on the matter of powers, leaving 
it open to the that 
residuary exer 


appointment 
consequences, wills 
blanket exercise 


Many more 


many 


rule in states 
blanket 
requiring court 
whether the donee did or 


intend to exercise the 


(4) Violation of the rule against per- 
petuities.— Many lawyers forget that, under 
the laws of the states in this vicinity, an 
exercise Ol a back to the 
original instrument creating the power and 
that, ror purposes, the 
perpetuities is 
date of the 


exercises ol 


some 
clauses constitut« 
powers, OTF 
struction as to 


did not 


cise ol con 


powet! 


power relates 


most rule 
measured trom the 
original 


against 
effective 
Blanket 
which have the effect 
of mingling appointive and separate assets 
and their disposition under the 
are particularly 


instrument 
powers, 


Sali 
this 


terms 


vulnerable in respect 


(5) Delay in carrying out the appoint- 
ment.—Most appointments by will have the 
effect ot delaying execution cf the 
ment unti) the will is produced and ad 
mitted to probate and the claim period has 
expired, or until it is estab 
died 
that 


appoint 


satistactorily 
lished that no will exists and the done 


Add to this the 


intestate possibility 


(Continued on page 75) 


‘See elaboration of several of the 
noted in Casner, 


problems 
article cited at footnote 26 





The Nature of Building Repairs 
Should Be Determined 
by Good Accounting Practice 


Revenue Charges v. Capital Ex, 


ad N ESTIMATING deductions nizes that there is a distinction between 
hen any person rents . . prop expenditures incurred in earning revenut 
erty, or hires labor to conduct any (revenue expenditures), and outlays for 
business from which income 1s actu assets of a permanent nature, or then 
ally derived the amount actually paid improvement, which have a prolonged bene 
out shall be deducted; and also the ficial life (capital.expenditures). Since the 
amount paid out for usual or ordinary r¢ very nature of a capital expenditure is that 
pairs shall be deducted, but no its benefit will last longer than one year, 
deduction shall be made for any amount it cannot, like a revenue expenditure, be 
paid out for new buildings, permanent 1m deducted in full in one taxable year; rather 
provements, or betterments, made to increase it must be treated as the cost or part ot 
the value of: any property.” So read the the cost of the asset acquired or improved 
Revenue Act of 1864,’ ancestor ot the mod Hence, it must be capitalized by being 
ern federal income tax statute. Since those charged to the appropriate asset account o1 
turbulent days the statutory language has against a reserve 


changed, but thre problem ot when business 


' ; Accordingly, the Code, in Section 23 (1), 
itt S t apitalized <¢ when ‘“ } 
expen ire ire to be capitalized and i provides that “a reasonable allowance: for 
charged off as deductible expenses against 


the exhaustion, wear, and tear (including 


{ 

income still plagues us a reasonable allowance for obsolescence) of 

\ cursory examination of the Code seems = property used in trade or business” 
to provide the solution in clear and unmis shail be deductible each tax vear from gross 
takable terms. Section 23 (a) (1) (A), in mecome It is to be noted that the only 
broad and sweeping language, allows the distinction between the deductibility of cap 
deduction from gross income of all ordinary ital and revenue expenditures, for tax pur 
and necessary business expenses paid o1 poses, 1s One of time Both are deductible 
incurred during the taxable vears When in full from gross income, the only question 
read in conjunction with Sections 24 (a) (2) being whether the deduction shall be taken 
and (3)—as must be done—it is seen that im full at once, as is the case of a revenue 
the scope of this language is limited, for expenditure, or, in part, spread over a num 
those provisions expressly state that amount bér of years, as is the case of 
expended for new buildings, permanent im expenditure 
provements, and the restoration or replace What, then, it may be asked, is the prob 
ment of property are not allowable deductions lem?’ If the only demarcation line between 

his limitation is, in effect, an acceptance capital and revenue expenditures is one of 
by the Code of a long-standing and funda time, why is it that since the inception o 
mental accounting principle which recog the federal income tax taxpavers have urged, 


Act of June 30, 1864, as amended March 3 
1865 


32 January, 1954 © TAXES —The Tax Magazine 





fal Expenditures 


By EUGENE H. KRAMER, CPA 
Member of Kramer & Bodenheimer, 
Los Angeles 


their expenditures 


( apital, and have 


vhen the Bureau 


essity may demand 


taxpayers This is true 


outlays are made for nondepre 


: 
yperty In such a case, 


a question ot when the ti 


taken, but rathe whether it can be 


the very nature and definition 
excludes disburse 
items \s 
the taxpayer has no choice but to 
deductibl 


be ing 


a capital expenditure 


ments made for nondepreciable 


that the fully 


rue outlays are 


sub je ct 


isiness expenses, 


| since, not 


o capitalization, they must be deducted, it 


deducted al all. as revente 


lassifie d 


ell may dictate 
viewpoint 
property 
amount Of gain upon 
asset, it 18, of course, 
taxpayer to matntain 
operty at a premium level, 
Strive to achieve 


that 


1 
taxpavers invariably 


his result It is clear 
affect 


provision is made in the Code for 


revenue expen 


ditures do not 


basis at all since no 


an adjust 
deduc¢ tible 
this is advantageous 
that 


ment to basis for currently 
W hile 


taxpayer In 


busi 
ness expenses 
to the 


the negative sense 


2 Code Sec. 113 (b) (1) (A) 
Code Sec, 113 (b) (1) (B) 


Revenue Charges v. Capital Expendi‘ures 


at least such expenditures do not 


still be 


are of no atid in 


lower 


basis, it must recognized that they 


maintaining basis at a 
premium level. Capital outlays, on the other 
hand, do produce the desired result for, by 
the express provision of Section 113 (b) 
(1) (A) of the Code 39.113 
(b) (1)-1 of Regulations 118, the basis of 


property 1s 


and Section 


increased by any expenditure 


which, in the words of the Code, “is prop 


erly chargeable to a 


rhus, 


prove or 


capital account.” ’ 
the cost of capital outlays which im 
better added to the 
cost ol property im 
and thus help keep it at 
ievel It would appear then 
would be to a taxpayer's interest to 


property are 
initial acquiring the 
computing basis, 
a premium 
hat it 
urge that his expenditure 


than 


was capital rather 
revenue Not so, hovw 


virtue of another 


ever, to1 by 
BR iy 


basis must be adjusted for depreciation; and 


provision in Section 


the adjustment is not only to the extent that 


a deduction as taken but to the ext 


nt that 
been taken The net result is 


nuld have 


in the usual 


capitalization 


reduce 


accumulated depreciation 


the outlays for im 


provemen h roperty The realiza 
f 


ion ot ax life by taxpayers 1S 


anothet mnpetus to ther 


drive to have 


expenditures rec 


as revenue outlays 


The basi re. m, ho 


he hind 


ascribed to the fact 


yvever, 


this 
drive Way be 
payers are 

would rather 
deduction—than apportion it piecemeal over 
the years Not in they be 


With both 


corporate tax rates evel 


human beings, and, 


have all now that 18, a 


chastised for 


this attitude 


individual and 


spiralling higher 


and higher, it is 


small wonder that tax 


payers seek refuge in large 
that by so 
placed in a more 


Surrey 


deductions in 
will be 


bracket \s 
Warren have put it 


the hope 


doing they 


lavorabDle tax 


and 


differing tax rates and varving 


. €te.. plus the ‘bird 


taxpayers respecting 


amounts of gross income 
attitude of 
deductions, 


in hand’ 


make this question 2 subject of 


controversy between 


revenue official.” * 


taxpayer and internal 


It is one thing to 


advocate a point of 
However, it is quite another to have 
How, fared 
struggle to have expenditures treated 


as revenue outlays ” 


View 
it adopted then, have taxpayers 


in their 


‘Surrey and Warren 
Federal Income 


Cases and Materials on 
Taxation (1950) at p. 178 
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\s stated at the outset, the 
ot Section 24 (a) (2) 


nized 


Code, by 
(3), has recog 
distinction must be 
and capital 
treatment they are 


Way 
and 
hat le 
that a made 


between revenue expenditures 


‘I here 
no quarrel with this sound account 
Ins principle, and the 
consistently 


and the to receive 


can be 
courts, in 
have followed 

But what is “a proper case”? It is 
upon the determination of this question that 


proper 
cases 


this pre 
cept 


taxpayers and the Bureau have been battling 
it out in the 1864. The 


antagonists, as 


courts since 
these 


the attitude of the 


SUCCESS 


or failure of well as 


courts towards this prob 


lem, 1s well exemplified by status given 


today to expenditures for the acquisition, 


maintenance, and demolition 


improvement 


of business property 


There is no question but that the 


acquiring business property is 


cost of 


a capital ex 


penditure which 


must be 


capital account and be 


charged the 
recovered by 
depreciation deductions.” 


way ol 


his is true, how 


ever, only the 


property has a useful lite 


of more than one definition 


year, since by 
a capital expenditure 


benefits last 


exists only when its 
beyond that time Thus, in 
International Shoe Company, CCH Dec 
10,090, 38 BTA 81, the cost of and 
patents which had a useful life of less than 
one year held by the 
Appeals te 
The labyrinth of confusion that can result from 
an application of this simple rule is well illus 
trated in the case of HW’. HH. Tompkins Com 
pany, CCH Dec. 12,583, 47 BTA 292 
holding that the 
purchased for the taxpayer's 


chic s 
were Board of Tax 
be deductible as business expenses 


There, 
the court, in cost ot tires 
trucks was 
deductible as a business expense because the 
tires wore out im 90 
parts of the 
related 


ized 


that 
inter 


days, cautioned 
truck which wer« 
with othe 
though 


closely 
had to be 


wore out 


parts capital 


even they within a 


yeal Phe distinguished as items 
truck On the 


where the 


tires were 
trom the 
question ot 


separable embar 


rassiny 


line was to 


be drawn between interrelated and separable 


parts, the court remained conspicuously silent 


Once, however, tt is established that it is 


proper to capitalize the 


cost of acquiring 


the particular property in question, it fol 


lows that all other incidental costs of acquit 


Code Sec. 24 (a) (2): Regs 
Acer Realty Company v. Commissioner, 43-1 ust 
" 9213, 132 F. (2d) 512 (CCA-8) 
Commissioner, 42-2 ustc © 9831, 132 F. (2d) 516 
(CCA-9). It must be remembered, however, that 
as land is not depreciable, the cost of its acqui- 
sition cannot be recouped through depreciation 
deductions. But the cost of land improvements 
are so recoverable 


118, Sec. 39.41-3 


Schwabacher 1 


Insurance and bond costs, title 
examination fees, surveying expenses, 
architects’ fees and installation 

costs must receive capital treatment. 


sition must be 


similarly capitalized Phus 
insurance and bond costs,’ title examination 


fees, surveying expenses,” architects’ fees 


and installation costs’ capital 
latter 


noticed that expenses Of moving 


must recelve 
treatment. With respect to the 


it is to be 


cost, 


machinery from plant to plant and installing 


it are revenue rather than capital expend 


tures But the removal of equipment from 
building and 


considered an 


one part of a installing it in 


another part 
ment and, hence, a capital charge in H/’ooten 
CCH Dec. 16,932, 12 TC 659, aff'd 50 
7 9286, 181 F. (2d) 502 (CA-6) 


was improve 


USsT¢ 


These aforementioned principles 
equally well to the acquisition 
Thus, the 


expenditure 


of lease 
cost of the leasehold ts a capital 
recovered thru 


which must be 


amortization allowances over the hfe of the 
Just what “the cost of the leasehold” 
includes has been 
tion Young v. Commusstoner, 3 UST« 
59 F. (2d) 691, aff’'g CCH De 
20 BTA 692, involved a situation in 


the taxpayer landowner removed substantial 


lease 
much litiga 
{ 967, 
628, 


whicl 


a subi« ct of 


buildings in order to secure a very favorable 
The that the adjusted 
value of the removed buildings was properly 
treated as a cost to the 
his favorable 


lease ruled 


court 
taxpayer of securing 
hence were to be 
capitalized. Similarly, in Miller, CCH Dec 
3464, 10 BTA 383, it held 


ments made by a lessor to cancel an exist 


le ase, and 


was that pay 


ing lease, so as to enable him to obtain a 


new lease at a higher rental, constituted a 
cost of the leasehold because such payments 


represented the 


lessor or 


expense to the 
acquiring the right to possession betore the 
old lease expired This case is to be con 
trasted with that of Denholm « McKay 
Company, CCH Dec. 690, 2 BTA 444, where 
it was held that expenditures by the lessee 
for cancellation of a 
in full as an 


the leasehold are 


were deductible 
W hereas 


recoverable over the life 


lease 
expense 


costs oft 


* Columbia Theatre Company, CCH Dec 
3 BTA 622 
tion Estate, 


1217 
George B. Leonard Holding Corpora- 
CCH Dec. 7567, 26 BTA 46 

7 Warner Mountains Lumber Company, CCH 
Dec. 16,186, 9 TC 1171 

5S. M. 2423, ITI-2 CB 157 

» Regs. 118, Sec. 39.24-2 

”% MacAdam & Foster, Inc 
8 BTA 967 

'' Case cited at preceding footnote 


CCH Dec. 2981, 
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it the lease, expenditures for improvements 
of the leasehold, although also subject to 
capitalization, must be written off over the 
lite of the improvement, or the lease, which- 
ever is shorter The 


regulations * provide, 


however, that where there is a depreciating 
leasehold with an option to renew the lease, 
it the option remains unexercised, it is to 
be disregard d IO! 


the life of the 


purposes of computing 


lease, unless the facts show 


that there is a reasonable certainty of renewal 


\ problem of current interest with regard 
to the treatment of the 


ic quisitions Ss 


costs of property 
Realty 
The 


taxpayer! 


Acer 
footnote 5). 
officers of the 
their 
sums tor 


raised by the 
(cited at 
that the 


orporation, as 


ompany Case 
facts show 
annual 
their 
mstruction of corporate 
The claim of the that 
should be considered ordinary 
expenses oft the 


part of com 


pensation, receive d 


services 
In supervising the ec 
buildings taxpayer 
these sums 


business corporation 


was 
Board of Tax Appeals and 


they were held to be in the nature of capital 


denied by the 
expenditures \ contrary result was reached 
Edgcomb Steel Cor 
14,290(M), 3 TCM 1309, 


officers were 


by the Tax Court in 
poration, CCH Dec 


vhere corporate compensated 


tor designing and supervising the construc 


tion of a warehouse tor the taxpayer. In 


case, however, the 


services of the 


thicers 


were in addition to 


WU he the ! 


listinguishing point or not remains to be seen 


their regular 


vork this is to he considered a 


Once acquired, property must be 


important 


main 
tained One “mainte 
is ck fending title 
» the acquired property against the possible 

of others In 


phase ot 


nice “a in the broad sense, 


this regard, it is well 


at the Ost of defending or pel 


fecting title to property is to be capitalized 


is a part of the 


itself Reg 


cost of acquiring the prop 
118, Section 39.24 

support ar 
principle has been extended to 
situations. Thus, 


violation of restrictive 


erty ulations 


ovide, and the cases in 


W here a lessee 


a building in 


a deed, the cost to the lessor 


of attorney’s fees 


incurred in defending an 


injunctive suit brought by the injured party 


to hi the building torn down were 


held 
} 


in detense of title ar d, nence, had to 
118, Sec 


Murphy Oil Company 1 


? Regs 39.23 (a) (10) 
Burnet, 55 F. (2d) 
17 (CCA-9), aff'd, on other issues, 3 uste { 1002, 
287 U. S. 299: Estate of Morgan Jones v. Com 
missioner, 42-1 wustc % 9394 127 F. (2d) 231 
(CCA-5): Safety Tube Corporation, CCH Dec 
15,703, 8 TC 757, aff'd 481 usrc § 9289, 168 F 
(2d) 287 (CCA-6) 

‘ Babbage, CCH Dec. 7812, 27 BT 


“ > 


Revenue Charges v. Capital Expenditures 


be amortized 3 


over the life of the lease 
Suits involving the defense or establishment 
of title involve an accounting, 


that is, the court decides the issue of title 


often also 
and then decrees an accounting for profits 
or royalties. In such cases, as a result ot 
the decree for an accounting, income is re- 
covered and the question arises as to the 
treatment to be given legal fees which were 
incurred partly as a capital expenditure in 
defending title and 
securing income by way of the 
accounting decree. The rule to be followed 
under these circumstances, as developed by 


partly as a revenue 


outlay for 


the courts, may be labelled the “main pur 


pose docirine In simple terms, it may be 


stated as follows 


The main purpose of the suit determines 
the treatment to be given to attorney 


Where the primary 


tees 
purpose is accounting, 
and the question of title 1s merely ancillary, 
then all 
revenue payments.” 


legal deductible as 
If, however, it is the 
incidental, only that 
portion of the legal fees which are allocable 
to the recovery of income by way of the 


accounting are deductible.” 


expenses are 


accounting which is 


It is interesting to note that, for tax put 


condemnation award claims have 
been held to be analogous to 
title with the result that attorneys’ 
fees included in connection with such claims 
have been held to be capital outlays.” In 
this connection, the CCH Dec 
8448, 29 BTA mentioned 
Here the held that 


attorneys’ incurred in connection with 


poses, 
defense-of 


CadSCS 


Reakirt case, 
1296, 
Be al d 


should be 
categorically 
Tees 
the successful opposition of a condemnation 
deductible on the 
paver’s victory 
value of 


were that tax 
cent to the 
[his] property, nor did it 


rights of title.” If 


rationak 


“did not add one 


add any this reasoning 
is correct 


to be 


and it has been affirmed “—it is 
wondered why, since the courts treat 
these cases alike for tax purposes, they have 
not adopted the 


true 


same view in analogous 


defense-of-title suits 


Chis incongruity 
bears watching tor the 
Reakirt case 


important to the 


or treatment future 


prove to be 
thei 


scope ot 


Perh ips the 
highly 


will 
taxpayers in 
fight to widen the 


deductible ¢ xpenses 


never4r-¢ nding 


6 Rassenfoss v. Commissioner, 47-1 ustc © 9108 
158 F. (2d) 764 (CCA-7), rev’'g CCH Dee 
14,841(M), 4 TCM 1004 

“ Falls, CCH Dec. 15,202, 7 TC 66; Kimbrell 
v. Dallman, 48-2 ustc { 9380, 80 F. Supp. 695 
(DC IL.) 

" Williams v. Burnet, 3 ustc § 946, 59 F. (2d) 
357 (CCA of D. C.); Washington Market Com- 
pany, CCH Dec. 7441, 25 BTA 576 

84 EF. (2d) 996 (CCA-6) 
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The treatment accorded to t} 


e acquisition 
Ora building has already 


W hat ot the 


the destruction of a building ? 


' , 
been discussed 


other side of the com, that 1s, 


that mere demo 

is deductible 
Ce) (1) of the 
build 
adaptable to usé 
held to come vithin the 


demolishing 
ings considered longer 
has been purview 
the section Even 
| usable, the 


the deduction 


where the structure 
as stil 


courts have sanctioned 


where demolition was. re 


quired by taxpayer's business,” or by 


such 


as mmpetiton 


and condem 
In the e, advisability of 


demolition is enou 


Lhe big question im the field of the de 
expenses 15S the 
afforded to 


removal 


duetibility ot 


demolition 
treatment to be 


ior building 


expenditures 
where the demolition 
is only one step in a transaction which calls 
tor the 


value of one 


substitution for an lesset 


worth 
Where, upon purchase of property, the tax 
rovs the 


asset of 


substantial 


existing and 


cost of demolish 


structure 
one, the 

iid edifice 1s considered to consti 

part 

hence, must be 


tute a ol the cost of the land and, 


capitalized In the distin 


guishable situation where the taxpayer makes 


use of the 


existing building 


later to 


and tears it 
down build a new one, the « 


hn ourts 
cannot agres as to the 


treatment to be 
accorded to the demolition of the 


ture Kor 


old struc 
many years, the intention oj 


the taxpayer at the time the was 


this 
situation lhus, 1 at that time the tax 
intended to keep the old building, he 
deduct the 


property 


purchased was factor in 


decisive 
payel 
could undepreciated cost of the 
later de 
Second 
Board of Tax Ap 
peal’s decision in Commissioner v. Appleby 
Estate, 41-2 ustc § 9773, 123 F. (2d) 700 
(CCA-2), aff'g CCH Dec 10,951, 41 BTA 
18, made the startling pronouncement that 
the taxpayer would be denied a loss deduc 
tion even though the plan of demolition was 
a thought this 


new 


loss 


1941, 


athrming the 


old building as a 
ved it In 


Circuit, im 


when hie 


howeve * the 


subsequent to purchase, if 


demolition was undertaken to erect a 


place ol he old 


circumstances, 


building in Under 


the court emphasized, 


one 
such 

“Commercial Furniture Company, CCH Dec 
2789, 8 BTA 71 

*” Steinbach Company, CCH Dee 
348 

21 Ingle 1 
(DCN. Y.) 

> That the expense is a 
Watson, CCH Dee 
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1126, 3 BTA 
Gage, 2 ustc § 800, 52 F. (2d) 738 


deductibie 
i862, 13 


loss, see 


BTA 422; Hotel 


The dividing line between permanent 
improvements and ordinary repairs is 
initially drawn. It is on the question 
of how to draw this line in specific 
cases that the battle has 

waxed hot and heavy between revenue 


officials and taxpayers. 


the taxpayer is merely 
valuable 
loss 
depreciated during its 
estate of Hen 
the Tax Court 


substituting 


asset for the le SS valuable, all 


may reasonably be 
life.” In 1945, 
Phipps was determined by 
(CCH Dec. 14,795, 5 T 
964) along the lines of the Appleby decisior 


from demolition 


Tax Court cited with ap 
Perhaps a trend toward capitali 
wav, but it should be noted 
that the Commissioner 
the Phipp 


we can be 


which case the 
proval 
Zation 1S under 
filed a nonacquies 
decision in 1946, Hence, 
cure to look for opposition im the 
future to the continuance of any 


cence to 


trend 


such 


Perhaps the sharpest conflict between tax 


pavers and the Bureau in this field occurs 


when the question of the tax treatment to 
be accorded to outlays for repairs and im 
Undoubtedly, more liti 


de ( idle d on 


provements arises 
has been 
all other 
capital battle Phe 


gation this one point 


than on phases of the revenue v 
This 
strikes all 


e oF small, 


reason is obvious 
maintenance expense is one that 


business enterprises, they larg 


) 
1 
} 


and so often with such cost that it becomes 


mmportant enough 


these 


to take the issue of how 
outlays should be treated 
the courts 


‘| he 


lations 


taxwise by 


provisions of the Code and the res 
pomt up the problem. The ( 
itself provides that amounts expended ei 
for permanent beneficial improvements 
property (Section 
24 (a) (2)), or tor the restoration of depr« 
ciated property for which a depreciation de 
duction has been taken (Section 24 (a) (3)), 


are to be 


increase the value of the 


capitalized. The regulations reit 
erate and ¢ xpand these rules into a threefold 
test that paid either to (1) 

crease the value of the property,” 
depreciated property or mak« 
the depreciation of 


amounts 


restore good 


property for which a 


deduction has been made*™ or (3) prolong 
McAllister, Inc. v. U. 8., 3 F. Supp. 533 (DC 
Fla.). To the effect that the outlay must be 
capitalized as part of the cost of the new build- 
ing, see Gerstle, CCH Dec. 9187, 33 BTA 830, 
aff'd 38-1 ustc { 9225, 95 F. (2d) 587 (CCA-9) 

23 Regs. 118, Sec. 39.24(a)-2 


* Regs. 118, Secs. 39.24(a)-2 and 39.41-3(c) 
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useful are not 
luctibl icidental 1 - 
Luctibie St of incidental repairs, 
the regulations, however, 


neither mate 


“whicl 
rially add to the value of the 


property nor appreciably 


but keep it in ordinarily 


prolong its life, 
eihncient operating 


condition may be deducted as expense 
hus, the dividing line between permanent 


and ordinary repairs is initially 
the question of 


how to 
specific Cases that the 


attle has waxed hot and heavv between 
revenue officials and taxpavers. Once again, 


the final decision hes with neither of the 


combatants, but with courts 


uled on this burn 
will illustrate. In Wells 
Construction Company, CCH Dec. 12,410, 
16 BTA 302, aff'd 43-1 ustc § 9311, 134 F 


(2d) 623 (CCA-6), it vas 


se necessary to put 


\ few cases 


held that the 
in work 


capitalize d because the 


a dredge 
ing order was to be 


expenditure greatly increased value ot 


re , furthermore, g: it a use 
other 
leak 


amounted to 35 per 


beyond the tax vear On the 
ugh repairs to prevent 
and root 


of a_ building’s 


value, they were de 
clared to be deductible expenses im Buckland 
v. 5 46-1 ustc § 9273, 66 F. Supp. 681 
(DC Conn.), on the grounds that the 


repairs 
neither 


prolonged the life of the building 


substantially to its value Said 


act abies 


the court: “In the case at bar we 
restoration of 


} 


to tl 


have a 
] . ¢ . . 
damaged fabric, not extending 
any sizeable unit.” 
mmodore, Inc., CCH Dec 


718, the replacement of 


1e replacement of Simi- 
12,458, 
cornices, 


sheet 


repalr 


46 BTA 


blown down by a storm, 


vith copper 
deductible 
maintenance 


as deemed to be a 


as necessary tor and 


building 


tt add to the value of the 


precepts that guided the ¢ 
these decisio follows in 
[llinots Mercha Trust Company, I:x’r, CCH 
Dec. 1452, \ 103 


ourts mn 
are stated 


an expenditure for the put 


the property in an ordi 


‘ lent operating condition. It does 
not add to the 


does if appreciably prolong 


value of the property, not 


its life. Expen 
distinguishable 
replacement, alterations, im 


ditures for that purpose are 
from those for 
provements, 


rr additions which prolong the 
lif 


f the property, [or] increase its value 
” It is immediately apparent from this 
statement that the court is merely trying to 
apply the distinction between 
improvements as laid down in the 


and 
regulations 


repairs 


Regulations cited at preceding footnote 


Revenue Charges v. Capital Expenditures 


While satisfactory as a general guide, this 


test breaks down when applied to specific, 
and often complicated, fact situations, Thus, 

onnally Realty Company v. Commissioner, 
36-1 ustc 7 9179, 81 F. (2d) 221 (CCA-5), 
the court refused to allow a deduction for 
that necessitated 
city’s having raised the street levels 


even though it was admitted that the expen 
diture did not 


building over 


building alterations 
by the 


were 


increase the 
had 
prolong its life 
occur 


value of the 
before the 
Decisions 


what it been 
alteration, nor 
such as this because there are no 
hard-and-fast rules that can be applied arbi 
trarily in each case 
that the 
and a 


that in 


It must be recognized 
distinction betterment 
degree only, and 


is often only a 


between a 
repair 1s one ot 
borderline cases it 


matter of opinion. Furthermore, what may 


be a repair in one case may be part of a 
capital expenditure in another As illus 
trated in the Cowell case, CCH Dec. 5794, 
18 BTA 997, “to fix a door might 
very well be 
it is an 


treated as an 
incidental 
use of property 


expense when 
item arising from 
and yet ... be 
capitalized when involved in a greater plan 
of improvement of the 


Thus, 


entire property.” 
determined on its 


guiding 


must be 
facts and if any 


cae h case 


own rules are to 


must be flexible enough 
to meet each fact situation, involved though 
it may be maintain that 
if the expenditure increases the value of the 
property or prolongs its life, it must be 
capitalized regardless of the facts attendant 
to the particular cas« 


be laid down, the V 


To categorically 


is being unrealistic to 
the needs of the problem, and when actually 
contronted with a real fact 


onnally case 


situation the 


courts, as in the (¢ 


from such a position 


The 
vertently, recognized this 
thie expenditure 
based upor 


facts of the case 


otten retreat 


Connally court, though perhaps inad 


for its holding that 
had to be 


conclusions 


capitalized was 
attendant to the 
before it that 
unusual, and that the 
made to adapt the building to 
surroundings Other 
evolve a 
I llinots 


which set 


namely, 


+] 
the occurrence Was 


outlays were 
changed 
also strived to 
test Phe 
Company case, 
the 


courts have 
more workabk 
Merchants Trust 
forth the effect ot 
regulations, also set forth a new guiding 


principle to the effect that in distinguishing 
between repairs and 


Same 


improvements, “it 1S 
necessary to bear in mind the purpose for 
which the expenditure was made.” 
this concept the 


Was the 


Under 
question to be asked 1s 
expenditure made to improve the 


© Regs. 118, Sec. 39.23(a)-4 
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The burden of proof is on the 
taxpayer to show that his treatment 
of the expenditure was correct, 

and failure to do so may result in a 
disallowance of the deduction and a 
consequent assessment 

for tax deficiency. 


property or merely to allow its continual 


use in an ethcient operating condition ? 
Though a step in the right direction, such 
a test is still too inflexible, since purpose 1s 


only one element that should be considered. 


It was left to the American Bemberg Cor 
poration case, CCH Dee. 16,268, 10 TC 361, 
aff'd 49-2 ustc § 9471, 177 F. (2d) 200, to 
improve this There, several 
large cave-ins occurred in taxpayer’s textile 
plant, which, to prevent abandonment of the 
plant, had to be remedied by 
grouting Operations 


upon Start 


drilling and 
For this purpose, tax 
expended $935,000 The Tax 
sustained expenditures as 


and business 


payer Court 


these ordinary 
and pro- 
test for the 
determination of the nature of such expen 
ditures 


necessary expenses 


ceeded to set down a new 
First off, the court recognized that 
the purpose test of the J/linois Merchants 
Trust Company case, although it was to be 
considered, was only one factor in the de 
rather than the 
The other aspects of the test to 
be considered were the physical nature of 
effect In other words, 
new and did the 
giving temporary 
Applying this test 
the court stated 


termination, 


sole decisive 


element 
the work and its 


was something 


work 


or permanent 


created 
have the effect of 
relief 


to the case at hand, 


“In connection with the 


purpose 
petitioner to 


purpose ot the 
was to 
plant in 


work the 
enable continue the 
operation . on the 
Phe purpose 
the plant 


as it 


same scale 


was not to rebuild o1 replace 
but to keep the same plant 


was and where it 


Was 


“In connection with the physical naturs 
of the work, the drilling and grouting 


not a work of construction nor 


was 
the creating 
of anything new 
“In connection 
work the 


with the effect of the 


original geological defect 


has not been cured; rather its intermediate 


consequences have been dealt with.” 


* Montgomery, Federal 
and Partnerships (1951-1952) 


Taxes—Corporations 


Whatever be the test finally employed by 
the courts, this problem will remain for th 
simple that 
not operate in a 


reason modern business does 


mercantile vacuum. It 
exists to make profit by producing and mat 
keting goods and services, and not to pas 
taxes. 


Hence, business 


must annually 


concerns which 
multitude of ex- 
penditures relative to their plant and equip- 
ment make, within the 


accounting 


classify a 
confines of sound 
their rules as to 
how an expenditure is to be treated 


practice, own 
Since, 
as noted previously, whether a specific ex 
penditure is in the nature of a repair or an 
improvement is dependent upon the exigen 
cies of each is often altogether a 
some authorities ” 


case and 
matter of opinion, 
that the treatment that the taxpayer gives 
to the expenditure should be acceptable tor 
tax purposes. Protection against fraud, it 
is felt, could be accomplished by requiring 
the taxpayer to 


feel 


that his treatment 
was in accord with good accounting practice 


show 


Whether or not this is a feasible solution, 
one thing, at any rate, is clear: 
ot proof is on the 


The burden 


that 
his treatment was correct, and failure to do 


taxpayer to show 


so may result in a 


disallowance of the 
consequent 
The 
trying to 
and at the time 
proof to justify his 
the expenditures is pointed 
the situation 


deduction and a 


assessment 


for tax deficiency dilemma of the 


taxpayer in successfully operate 


a business same maintain 


satisfactory classifica 
t10on of up mm 


where repairs and improve 


ments are simultaneously 
unless the 


made In such 


a case, taxpayer segregates the 


two via Bureau will 
treat the entire outlay as a capital expendi 
ture and no deduction at all will be allowed; 
such practice by the Bureau has been con 
tinually sustained by Further 
more, a mere bills for the 


In Alexander 


separate reco! ds, the 


the courts.” 
showing of 
expenditures will not suffice 
Vanufacturing CCH Dec. 3118, 
9 BTA 347, taxpayer, ensnarled with this 
burden Ot proot, tried to establish the cost 
of his repairs by presenting the total 
amount for expenditures and then offering an 


Company, 


engineer’s estimate on the amount 
permanent 


that the 
should have 
The balance, of course, was asserted to be 


improvement cost 


the amount of the repairs. The method was 
suffered the 
consequence of having all his expenditures 


disapproved and the taxpayer 


repairs and permanent improvements alike 
capitalized 


*% Howard, CCH Dec. 6025, 19 
Cochrane, CCH Dec. 6953, 23 BTA 202 
*% Wolkowitz, CCH Dec. 17,168(M), 8 TCM 754 


BTA 865 
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the final analysis, what has been said 
in regard to the problem of repairs Vv 
permanent improvements applies equally well 
to the entire question of the deductibility of 
expenditures. In determining whether or not 
an expenditure is capital or revenue, no rigid 
test of ultimate advantage or 


can be 


increase in value 
Whether or not a partic 
ular outlay is a deductible business expense 
must be determined from the nature of the 
expenditure itself. To properly ascertain 
this, the accounting and tax practice of the 
taxpayer involved, his intention, and all the 
surrounding circumstances of the 


must be W hat 


taxpayer im 


applic d. 


individual 


cast considered. may be a 


business expense to one one 


industry may be a capital 


taxpayer in the 


expenditure to 


anothet anothet 


Furthermore, a given out 


Same or 
line of endeavor 
lay in the 
fowl; in 


may be neither 


words, it 


abstract 
other 


fish nor 
may be incapable 
f definition as either a revenue or a capital 
expenditure. How nature 
be equitable and properly determined if the 
circumstances surrounding its 


else can its true 


incurrence 
are not to be considered and weighed ? 
Section 24 (a) (7) of the Code 


another possible solution to this problem 


suggests 


By its provisions taxpayer can, at his option, 


capitalize revenue items imstead of deduct 


ing them. The efficacy of this election 1s 
limited, however, in two respects. First, the 
section allows capitalization of deductible 
items only, and does not work in the oppo 
site manner so as to permit the taxpayer 
to deduct items that must be capitalized 
Second, taxpayer’s choice, by the 
mandate of this 


express 
only to 
such expense items as the regulations pet 
mit To that 
limited. stands 
Section 24 (a) (7) is of no aid in 
resolving the difficulties under discussion, it 


section, extends 


date, permission has been 
extremely Although as it 


now, 


is at least a hedging acceptance of the view 
that taxpayer’s judgment as to the proper 
classification of his expenditures is to be 
given weight. Why not, as many advocate, 
not only give weight to that judgment, but 
solve the entire 


expenditure problem by 


decisive ? 


Whether it be 


or the view that 


making it 


this view that is adopted, 
the circumstances of each 
case shall be determinative, or a view that 
has yet to be formulated, is not important 
What is of fundamental importance, how 


ever, is that a 


vigorous and more modern 
replace the outmoded concepts 
which plague us today in the field of reve 


[The End] 


approac h 


nue and capital expenditures 


CARMAN BLOUGH ON INTERNAL CONTROL 


“Too often systems of control have 


just grown instead of having been 
Many of 
weaknesses are attributable to piece- 
meal development to meet the needs 
of an expanding business \ 


ful system has six essentials 


“. Ae 


which 


carefully blueprinted thei 


success 


organizational — structure 


provides segregation of func 


tional responsibilities; 
“2 A 


which, in 


system of authorization 


conjunction well-de 


signed records, is ack quate to provide 


with 


control over the assets, liabilitigs, in 
come, and 

a ey 
sound effectuation 
of the instance, the 
practice of observing that each worker 
punches only his own time-clock card 
(the procedure ol 
is ineffective as 


expenses ot the business: 
carefully considered set of 
practices tor the 


system, as, for 


punching a 
¢ ontrol 


card 
without the 


sound such observation) ; 


practice ol 


“4. Personnel of the 
for bv the 


quality called 
responsibilities of the po 
sitions oct upied; 


Revenue Charges v. Capital Expenditures 


5. Provision for periodical review 
to determine that personnel are fol 
lowing the prescribed routine; 


’ 


“6. Provision for periodical review 
tor the purpose ot 
changes in the 


making any 
system required by 
business expansion or other changed 


conditions 
“Each of these 
and 


factors is essential 
they are highly 


interdependent 
Serious 


deficiencies in any 
will render the 


one ot 


them control inef 


fective 
“The plan of 
clearly fix 


organization must 
responsibility. The first 
dividing line is that which separates 
the three ‘ 


functions of operation, 


‘Then 


another is 


custodianship, and accounting. 
independence — of 

fundamental.” —From 
trol: What It Is and How It 
Affects the Work of the Public Ac 
countant,” an address delivered by 
Carman G. Blough at the 1952 Moun 
tain States 


one 


“Internal Con 


Accounting Conference 





By L. J. DESMOND 


Attorney and Certified Public Accountant, 
Decatur, Illinois 


Sales of Property Under 


iot be able, or may not wish, ary to ret 


VY HEN A TAXPAYER sells property, are not consummated in one year, 
he may 1 
] 


r to the law concerning 
' 


to qualify for reporting any gain on the d rred-payment meth 


| 
od of reporting in 
installment basis he only two alterna he answer 


installment method are 


General 


he only statutory authority 


+} " 


he deferred payment method 
taxpayer may h: Sections 111 (a) and (b) of tl 

mecurred ibst: ial losses from other pu neither section mentions the 

suits, so th: ia\ perfectly willing or name.’ Under the deferred paymen 


even i hi { rain be reported no gain 1s reported until the 


the ve; f sale On the other hand, fully recovered his basis in cas} 


the taxpayer’s income may be ; h ; erty” The regulations refer only to deferred 


level that it w 1] hye preterable to report payment ales of realty; however, it has 


the gain in another veat been held that the rule for computing profi 


i" 
\ m a deterred-payment sale of realty 
At first ought, it would seem that the 


, applicabl to <% leferred aym t sal 
answer would depend on whether the vendor pI Abie RE d-p 1€1 i 


ol the pre perty reported on tl c cash OT al personal property Phe regulat —— 


, seem to be worded in such a way that if 
crual basis of accounting li the answe 


Vel 


1 the sal can be classified as one which 
depended on the method of accounting, abies 


3 : qualifies for the installment provisions under 
an accrual-basis taxpayer would be required ‘ 


S oO $4 of the Code, then it cannot be 

to report the gain in the year the sale is nes ~. h te on Seen . 
SS r sa det rec AN t sal 
closed and a cash-basis taxpayer would be Classine as a dele! paymecl ile 


allowed to recover his adjusted cost basis In Joseph Frost,’ a case concermng 


before reporting any income The answer session, it was held 


proper for the 
is not so simple and is fet necessarily to use the deferred-payment method even 
determined on the basis of the taxpayer’s though he could qualify for the installment 


method of accounting. Further, the vendor methagl, lhe decision is entirely logical in 


may have received some form of obligation view of the fact that the installment method 


from the purchaser, in addition to cash, is optional. If the taxpayer has not elected 


making the problem more complex. Where to report on the installment basis, he should 
the 


sale of the property and the payments be permitted to report the gain in any recog 


Code Sec. 111 (a) provides that “(t]he gain G. C. M. 1387, VI-1 CB 48 (1927). Also see 
from -the sale or other disposition of property Bedell v. Commissioner, 1 ustc § 359, 30 F. (2d) 
shall be the excess of the amount realized 622 (CCA-2, 1929): C. W. Titus, Inc., CCH Dec 
therefrom over the adjusted basis. . ." Code 9205, 33 BTA 928 (1936) (Nonacq. XV-1 CB 46 
Sec. 111 (b) states that ‘“‘[t}]he amount realized (1926)), appeal dismissed, 88 F. (2d) 1007 
from the sale or other disposition of property (CA-10, 1937) 
shall be the sum of any money received plus ‘CCH Dec. 9929, 37 BTA 190 (1938) (Acq 
the fair market value of the property (other 1938-2 CB 13) 
than money) received.’ 

?Code Secs. 111 (a) and (b) Regs. 118, Sec 
39.44-4 (1943) 
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Valuation of Obligations 
Is the Obstacle 
Which Must Be Surmounted 


the Deferred-Payment Method 


nized manner consistent with his account- 


ing method 


Cash v. Accrual Basis 


When an 


qualify 


fails to 
method, it 
would be re 


accrual-basis taxpayer 
installment 
that he 


gain in the 


under the 
is logical to assume 
to report the 


transaction 


vear the 


was closed even though pay 
[his 

accrual method 
Titus, Inc.° 
sold 


leases in 


] 


ment is not made 


is the very 


until a later year 
essence of the 
of reporting In CC. WwW 


ever, an 


how 
and 
1926 
cent of the selling price 
held 


being on an accrual basis, 


accrual-basis taxpayer 


assigned certain otl-and-gas 
and received 50 per 

ar of the sale It was first 
taxpayer, 
report the 


ale. But on 


entire gain in the year 


a rehearing,’ the court 


concluded that an accrual-basis taxpayer 


j 


may compute income on the deterred-pay 


ment method The decision does not seem 


logical when it is considered that the term 


“deter 
lescriptive term tor 


basis It 
| 


merely a 
reporting on the 

true that the regulations do not 
\ t the oft this method to 


taxpayer, but the 


ed-payment method” is 


¢ ash 


specinca | 


a Cash basis only 


reason 
that such a method exists is that it squares 


W the cash basis of reporting. The uss 


descriptive Ne i¢ 


have led the 


ota may 


court into a deci 1 which 
beer 


nature o ich % oO i 


would not have 
red the real 
reporting in 


conside 


com There 1 permitting an 

Cited at footnote 3 

*® CCH Dec, 9053, 32 BTA 1222 (1935) 

7 See Titus, cited at footnote 3 

Ss Journal Publishing Company, 
13,817, 3 TC 518, at p. 524 (1944) 
ings and Loan 
BTA 471, at p 


CCH Dec 
Kidelity Sat 
Company, CCH Dec. 11,816, 44 
183 (1941); Alice G. K. Kleberg, 
CCH Dec. 11,618, 43 BTA 277, at p. 289 (1941) 

‘Harold W Johnston, CCH Dee. 17,578, 14 
TC 560, at p. 565 (1950) Also see Helvering 1 


Sales of Property 


accrual-basis taxpayer to adopt the cash 
basis in the case of sales of property when 
he would not be permitted to do so in the case 
of other types of 


specihc 


without 
This is 


ransactions 
legislation by 
true 


Congre 86. 


especially where there is a 


closed 
transaction, liability on the 
part of the purchaser has been established 
\ different result may be reached where the 
deferred payments are contingent or condi- 
tional so that there 


right to receive the 


and a definite 


is not an unqualified 
payment. The 7ttus 
case has been cited with approval in several 
other Tax Court cases but not with specific 


reference to the 


question discussed here.* 


A recent Tax Court case” indicates a more 
realistic appraisal of the distinction between 
the cash and accrual basis of reporting with 


the result that the rule Titus 
least, doubt. it is 
recognized, however, that a taxpayer may 
keep his personal books on the 


stated in the 
Case 1s, at subject to 
cash basis, 
although he reports his income from a trade 


10 


or business on the accrual basis 


When to Report a Gain 


In contrast to the installment method, 
the form of the purchaser’s obligations has 
a material bearing on the 
deferred-payment method 


ot the purchaser are considered the equiva 


operation of the 
Any obligations 


lent of cash to the extent of their 
ket value.” 


fair mar 
The deferred payments may be 


represented by many> different types of 


obligations such as receivable, 


accounts 
Nibley-Mimnaugh Lumber Company 1 wusTe 
€ 1254, 70 F. (2d) 843 (CCA of D. C., 1934) 

” Berryman D. Fincannon, CCH Dec. 13,300, 
2 TC 216 (1943) 

" Regulations cited at footnote 2 
Pacific National Company v. Welch, 38-1 usrt« 
* 9286, 304 U.S. 191: Senate Finance Committee 
Report No, 52, 69th Cong., 1st Sess., 1939-1 CB 
(Pt. 2) 347 


Also see 


41 





verbal promises to pay, written contracts, 


non-negotiable and 


gages and bonds 


negotiable notes, mort 
The question is to what 
extent, if any, each of these different types 
of obligations market 
might be question 
fertile litigation and the 
depends in many instances 
It should be 


salable 


has fatr 
imagined, the 


source ot 


value. As 
offers a 
answer 
upon the facts 
noted that most 
from a legal stand 
An analysis of the cases should pro 


In cac h Case 

obligations are 
point 
vide some guiding principles as to the types 
of obligations which will be 
market value 


considered to 


have tai practical 


Irom a 
standpoint 


Negotiable notes, mortgages, etc. 
purchaser’s 


lf the 
obligations are evidenced by 
bonds, mortgages or othe 
instruments or marketable se- 
likely to find that 
fair market value 
Negotiable interest-bearing notes represent 


promissory notes, 
negotiable 
curities, the courts are 


such obligations have a 
ing unconditional promises to pay and given 
in full payment of the amount due are to 
be taken at their full face value 


of evidence to the contrary 


In absence 
The same rule 
applies to negotiable promissory notes amplj 
maker financially 
which are 
value are to be 


secured and notes of a 

Long-term 
worth less than face 
at their 
the absence of 
will approve 


ot computing 


able to pay.’ notes 


valued 
and in 
courts 
method 
value of non 
Table B, 


Regulations 105.’ 


value,” 

evidence, the 

the Commissioner’s 
discounted 


discount 
other 


present 


interest-bearing notes according to 
Article 81-10 (i) (11) of 
Fair market value may 
held that certain 
valued at 35 per 


vary, and so it has 


been trust 


notes which 


were cent of face value 


whe nN 


received by the seller 


cent 


were worth 


50 pet received by 


trust.” If it can be 


when a liquidating 
shown by the 
that the pure haser’s obligations do not have 


a fair market 


tacts 


value, 
be included in 


no portion thereof will 
determining realized gain 


until payment has been made 


The Com 
takes the position in the regula 


Bare contractual obligations. 
missioner 


2 Teck Hobbs, 
(1932) (Acq. XI-2 CB 5 (1932)) 

“’ Loyer v. Commissioner, 52-2 ust« 
F. (2d) 452 (CA-6) 

«John Q. Shunk, 
(1948), rev'd, on another point, 
173 F. (2d) 747 (CA-6) 

% William A. Boyd, CCH Dee 
TCM 141 (1947), aff'd 49-1 ust 
(2d) 546 (CA-6). 

% Homes Beautiful, Inc., CCH Dee 
6 TCM 683 (1947) 

" Fidelity Savings and Loan Company, cited 
at footnote 8 

*® Regulations cited at footnote 2 


CCH Dec. 7603, 26 BTA 241 
" 9515, 199 


CCH Dec. 16,253, 10 TC 293 


49-1 ustc § 9232, 


15,622(M), 6 
7 9151, 171 F 


15,873(M), 
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The Commissioner takes the 
position in the regulations that it 
is only in rare and unusual 
circumstances that the obligations 
of the purchaser will be considered 
to have no fair market value. 


tions that it 


circumstances 


is only in and unusual 
that the obligations of the 
purchaser will be considered to have no fair 
market value 
held that deferred payments are 
not represented by notes or other like evi 
dences of indebtedness of the purchaser, the 
obligation of the purchaser to make the 
deferred payments being founded solely on 


rare 


In an early ruling,” it was 


where the 


the promise to pay in the contract, the cash 
received should be applied to 
basis of the property, any 
and the deterred 
should be 


reduce the 
excess being 


taxable, when 


payments, 
applied 
reduced basis, any excess being taxable in 
the year received. 
to the contract 


respects it is executory, if at all 


received, against such 


No indication is given as 


terms of the 


or in what 


A year later, a ruling 


issued with 
the provision that the conclusion reached in 
the previous ruling should be 
cases in which the facts are similar to those 
that is, where there is 
involved only a preliminary contract of sale 
such as is not 


was 
limited to 
therein 


considered, 


dealt in 
to have any fair 


ordinarily sold or 
and which cannot be 
market value.” No 


the terms of the 


said 
given of 
contract but it is said to 
contract 


indication is 


be a real estate 


which was 
could be freely 
dealt in. Ap 
was not 


trans 
ferrable by assignment, 
pledged, sold, or 


parently the 


otherwise 


contract negotiable 


authors have 
that the courts 
rule to the effect 


represented by a 


Various reached the 
have 
that a 


bare 


con 
formulated a 
promise to 


clusion 
pay, 
contractual obliga 
market value; 
general agreement.” 


tion, does not have a fai 


however, there is not 


” G. C. M. 1387, cited at footnote 3 

~G. C. M. 3350, VII CB 62 (1928) 

*1 See, for example, the article by J. Nelson 
Young in 3 University of Illinois Law Forum, at 
p. 483; and the articles by Clifford H. Rich, in 
Proceedings of New York University E'ghth 
Annual Institute on Federal Taxation (1950), at 
p. 593 and in Proceedings of New York Uni 
versity Eleventh Annual Institute on Federal 
Taxation (1953), at p. 865 

2 See the article by Richard G. Moser in 
Proceedings of New York University Ninth An- 
nual Institute on Federal Taxation (1951) 


, at p 
1002 
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It May be well to 


analyze the decisions 
deterred-payment 
what extent the 


adopted a rule of law 


ivolving 
mine to 


sales to deter 
have 
and to extent 
based on the facts of the 
Naturally, if the decisions are 


courts 
what 
the decisions are 
case based 


on the circumstances ot the case rather than 
burden ot 


substantially 


on a rule of law, the 


will be 


proot on 


the taxpayer greater 


Contingent or 
Where it can be 


payments are 


conditional contracts. 
that the 
contingent or 
sullicient 


shown deferred 


conditional, o1 


where acts remain to be done by 


the seller or purchaser so that there is not 


a closed transaction, no gain is realized until 


the amounts actually 


received exceed the 


basis of the This is the 


S< yld.? 


property 


rule regardless of 


whether the seller is on 


accrual basis.* Although 
this principle is entirely different from the 
one under consideration here, it is necessary 
to review 


the cash basis or 


some of these cases because they 


light on the 


do shed some problem 


\ good example of the 
In trying to 


difficulty inherent 
distinguish the 
is illustrated in the 
in Bedell v 


two principles 
language of the 
The 
contract for 
of real estate, to be paid for on the 
completion of the sale 


court 
Commiusstoner.” taxpayel 


in that case entered 


mto a 
the sale 


according to. the 


terms of a contract Vhe 


taxpaye! had in 


curred heavy losses in the 


year the contract 
that the con 
fair market valuc 


ruled against the 


was executed and contended 


tract had an ascertainable 


Che court taxpayer, Say 


ing: “If a company sells out its plant for 


a negotiable bond 


the profit may be 
market 


issue payable in the 
by the 
But it 


masses 
passe 


future, determinec 
value of the 
chattel is 


merely upon a 


present 


land or a 


bonds 
title 


sold ard 
promise to pay money at 
date, to speak of the 
exchanged for the titl 
language when cal- 
culating profits under the 


future 


sone 


promise 
as property appears 
to us a strained use ot 
income tax 

it is absurd to speak of a promise to pay 
a sum in the ‘market 


Then the court went 


future as having a 


value’ unfair.” 


fair or 


Burnet v 
1931) 

‘ Burnet v. Logan, cited at preceding footnote 
(cash-basis taxpayer); Cassatt 1 
43-2 ustc © 9579, 137 F. (2d) 745 (CCA-3) (ac- 
crual-basis taxpayer) This principle is fre- 
quently applied in connection with the sale of 
property for the future payments out of oil, if 
as and when produced. Dearing, Ex’r 1 
missioner, 39-1 wustc © 9344, 102 F 
(CCA-5) Cook Drilling Company, CCH Dec 
19,116. 38 BTA 291 (1938): Hdwards Drilling 
Company, CCH Dec. 9561, 35 BTA 341 (1937) 
aff'd 38-1 uste © 9211, 95 F. (2d) 719 (CCA-5) 


Logan, 2 ustc © 736, 283 U. S. 404 


Commissioner , 


Com- 
(2d) 91 


Sales of Property 


on to find that the contract was conditional 
because title was not to pass until payment 
The language of the court is very broad and 
it supports the rule that a bare contractual 
obligation has no fair market value, but the 
actual holding of the 
stricted It should be noted at this point, 
however, that retention of title after trans 


court 1s more Té- 


fer of possession or retention of possession 


after transfer of title does 


not, generally, 


delay the closing of the 


transaction for the 
purpose of determining gain or loss.” The 
court may be holding that, as a prerequisite 
to the determination that a contract has no 
market value, there 
title by the seller 

court) may 


must be retention of 
On the other hand, the 
merely be looking for 
factors to support its decision 
there is 


other 
As a result, 

contusion as to the 
being applied in the 


SOTHE precise 


rule of law 


In J. W 


st ll a 


case, 
Perry,” the taxpayer agreed to 


contract and 


some notes. The tax 
that the contract for the 
unpaid balance had value and had expert wit 


nesses 


payer argued 


testifv as to a value in 
$60,000. The unpaid balance on the contract 
$63,500 Che 
that as a matter of law a 
has no value Phe 


excess ot 


was Commissioner argued 
promise in a 
contract Tax Court re 


fused to rule as a matter of law that a 
contract has no value 
But it found that in addition to the payment 


of money, the contract 


mere promise in a 


was executory in 
certain other respects as well. The court 
followed the Bedell case and held that the 
contract for deferred payments had no value 
even though the contract might have been 
sold and even though there was substantial 
testimony as to value 


The Eighth 


decision,” 


above 
problem, 
that a 
has no value 
upon the fact that there is 
an element of uncertainty in the transaction 
where both the 
obligation to 


affirmed the 
discussing the 
holding 


Circuit 
and in 
that the 

obligation 


stated cases con 


tractual 


be predicated 


seem to 


and the 
future.™ 


obligation to pay 


pass title are in the 


Another and more recent case will illustrate 


the extent to which this 


type of thinking 


Cited at footnote 3 
“Commissioner Vv 
Company, 36-2 usr 
2); Ohio Brass Company, 
BTA 1199 (1929) (Acq 

*CCH Dec. 14,314(M), 4 TCM 14 (1945) 

* Perry Vv. Commissioner, 46-1 ustc © 9113, 152 
F. (2d) 183 (CCA-8) 

’The court concludes that this view is in 
accord with Lucas 1 North Teras Lumber 
Company, 2 wustc 484, 281 I S. 11 (1930) 
The cases cited as following this view are 
Bedell v. Commissioner, cited at footnote 3: 

(Continued on following page) 
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Union Pacific 
{ 9525, 86 ©. (2d) 637 (CCA 
CCH Dec. 5559, 17 
IX-2 CB 45 (1930)) 


Railroad 





has carried down to the 
Harold W 


a company 


present time In 


stockholders ot 
1942 all of their 
to Seagram and Carstairs distillers 


half of the 


Johnston,” the ) 
sold in stock 
Cone 
estimated 
1942 


1 
or the 


price was placed in 


escrow it) 


pending determination ot 


the value according to 


corporation 
December 28, 1942 
All of the stock was delivered on December 
28, 1942 The amount held in 
the balance of the purchase 
to the stockholders in 


payer, on the 


its balance sheet as of 
escrow ali¢ 
price Was paid 
1943 The tax 
cash basis, apparently 
to apportion the gain 1942 
1943 on the either (1) that he had 
constructive receipt ot cash or (2) that the 
contract had value and the 
to the 


ove! 


tried 
between and 


basis 


gain was report 


able extent of fair market value 


The court 
taxable in 


held that the 
1943, 
escrow was not 


that the 


entire gain Was 


stating that the cash in 


constructive receipt and 


contract had no value, saying 


‘an agreement, oral or written, of 


some 
kind is essential to a sale If 


made at the that the 
agreement, then the 
reported at that 
which method was being 
ever, the 


payment 1s 


same time obligation 
to pay 
pront 


matter 


arises under the 


would be time no 


used. How 
when the 
payment 


situation is different 
merely 


and no notes, 


contract requires tuture 
mortgages, or other evidence 
of indebtedness such as commonly change 
hands in commerce, 


nized as the 


which could be 
equivalent of 


recog 
cash to some 
part 
Chat kind of a simple 
payable by the 


receivable by the 


extent, are given and accepted as a 


of the purchase price 


contract creates 


and 


accounts 


purchasers accounts 


sellers which those two taxpayers would 


accrue if they were using an accrual method 


their 
But such an agreement to pay the 


ot accounting in reporting incom« 


balance 


(Footnote 29 continued) 

Burnet v. Logan, cited at footnote 23 
heit v. Lucas, 2 ustc (591, 44 F 

(CCA-9, 1930) Mount v 

(2d) 550 (CCA-2, 1931) 
4 ustc § 1284, 70 F 

Commissioner t 
(2d) 706 (CCA-6) Cassatt 1 
cited at footnote 24 


Schoen 
(2d) 476 
Commissioner, 48 F 
Helvering v. Walbridde 
(2d) 683 (CCA-2 1934) 
Segall, 40-2 usre % 9676, 114 F 
Commissioner . 
Also see Rocky Mountain 
Development Company, CCH Des 10,522, 38 
BTA 1303 (1938) (Acq. 1939-2 CB 32); EE. P 
Greenwood, CCH Dec. 9505, 34 BTA 1209 (1936)) 
(Acq. 1937-1 CB 11 Teck Hobbs, cited at foot 
note 12 


” Cited at footnote 9 
Compare the court's statement concerning 

in accrual-basis taxpayer with the holding in 
Cc. W. Titus, Ine cited at footnote 5 

" William A. Cluff, CCH Dec. 18,467, 17 TC 
225 (1951) 

* Trust No >and Trust No 
Sundicate, CCH Dee 
rev'd, on another 


44, Bellhurst 
8022, 27 BTA 1250 (1933) 
point 6-1 Us * 9291, 83 F 
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, , 
ol the purchase 


price in the future 
tax significance to either purchaser or 


if he is using the cash system.” ‘The 
then proceeded to 


state: “Incidentally, the 


amount of the purchase price was not 


known or ascertainable in 1942, so that even 


an accrual basis taxpayer might have been 


unable to accrue and report the 
that year.” So here we have a c: 


the court is 


pront tor 


where 
definitely stating as a rule of 
evidenced 


law that an obligation 


only by 


a promise to pay incorporated in a contract 


has no fair market valu ihis rule is 


weakened, however, because the selling price 


was not ascertainable in the year of the 
sale and, for that reason, the gain was not 


reportable n that veal 


Lhe type ol sale illustrated in this section 
also raises a problem in relatior 
putation of the holding period for 
ot Section 117. The 


if the property sold is transferred 


to the com 


uTrpose s 


I 
lax Court has 


buyer within six months from the time 


is obtained, there 18 a short-term capital 
though the 


yet determined, and 


within the 


gain, even selling price is not 


may not be received 


six-month period 


Closed transactions.—The previous dis 


t 


cussion concerning contingent or conditional 


contracts | an analysis of the cases 


ads into 


( 
in which the only act remaining to be done 


was payment by the vendee. What has been 
the attitude of the courts in the f 


“closed transactior 


A number of early cases have rez 


the conclusion that deferred payments rep 


resented only by a rb 


contractual ligation 


had fair market value The cases are not 


t 


satisfactory tor the determination of any 


very little 


discussion of the problem involved. ‘There 


general principles since there is 


(2d) 801 (CCA-9) (contract held not to have 
a value in excess of 50 per cent of face value 
despite taxpayer's contention that it should be 
valued at 90 to 100 per cent); Rapid Transit 
Land Sales Company, CCH Dec. 6270, 20 BTA 
608 (1930) (taxpayer upheld in valuing land 
contracts at 65 per cent of face value in 1926 
tax return where Commissioner assessed a de- 
ficiency on the basis of including such contracts 
in gross income at their face value); Gertrude 
H, Sweet, CCH Dec. 2837, 8 BTA 404 (1927) 
(taxpayer denied right to use nstallment 
method because initial payment exceeded 25 
per cent and deferred payments found to have 
a fair market value equal to 75 per cent of their 
face value in accordance with the 
evidence); W. B. Geary, CCH Dee 
1109 (1927), modified in 30 F. (2d) 1011 (CCA-4 
1928) (obligation to make deferred payments 
contained in a contract of sale held to be worth 
face value The contract had been assigned 
and credits were received as payments were 
made) 


taxpayers 
2407, 6 BTA 
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If contracts are to be considered as 
having market value until 

the taxpayer proves to the contrary, 
then there would be little or 
nothing left of the cash basis of 
reporting, says the author. 


is no indication as to whether the taxpayer 


is on the 


cash or accrual basis, several 


the cases seem to turn on a denial ot 
the taxpayer’s or the Commissioner’s claim 


without deciding more, and the question is, 


seemingly, never directly in issue 


There are two early which the 
directly in issue 
Motwr* and Old Colony 

In both cases the taxpayer 
basis and it was held in both 
market 

reported in the year 
Voir case the holding 
with the 
in the 


Saltie¢ 


cases in 
question apparently is 
These are /larry ( 
Trust Company 
the cash 
he contract had fai value and 
he gain must be 


Salt In the 


in accord taxpayer’s conten 
Old Colony Trust Company 


decision was reached despite 


on, W hile 
ase the 


uncontroverted evidence by the taxpayer 


at no banker would discount the contract 


because of its non-negotiable character even 


hough the purchaser’s credit was unim 


However, in Harold W. Johnston,* 
court stated that “the 
and the Old ( 


pear hable 


cases of Harry ( 
lony Trust Company, 
‘are not readily distinguishable un 
hat was done in those cases was the 
equivalent of the giving of a mortgage o1 
However, if 
distinguishable, then 
rrectly decided 
cited They 


Consequently, there 


adequately secured 


ases are not 
unk they were ince 


abe ve 


CaAdsCS 


hlowed 
be no outstanding cleat 
g that the promise in 
market value 
o1 


CaSCsS 


‘CCH Dec 
VIII-1 CB 57 
(CCA-7, 1930) 

CCH Dec. 4233, 12 BTA 1334 (1928) 

Cited at footnote 9 

ambria Development Company, CCH Dec 
9497, 34 BTA 1155 (1926); Sterling 1 
ustc § 1080, 3 F. Supp. 386 (1933) 
poration, CCH Dec. 6084, 19 BTA 1112 (1930) 
Woodmar Realty Company, CCH Dec. 5267, 17 
BTA 88 (1929): C. L. Starr, CCH Dec. 3249, 9 
BTA 886 (1927) D M. Stevenson, CCH Dee 
3172, 9 BTA 552 (1927) 


1555, 14 BTA 23 (1928) (Nonacq 
(1929)), aff'd 45 F. (2d) 356 


Hlam, 3 
Ravlin Cor 


Garber v. Commissioner, 2 ustc © 760, 50 F 
(2d) 588 (CCA-10 1931); Commissioner l 
Moore, 2 ust "© 690, 48 F (2d) 526 (CCA-10 
1931), cert. den 284 U. S. 620 (1931) cf 


Sales of Property 


sion that where the deterred 


payments are 
and where no 
notes, bonds or other evidences of indebted 
ness Other than the 
amounts of the 


evidenced only by contract 


contract are given, the 


deferred payments should 


be included in income only received 


when 
One line of cases holds to this theory as a 
find that 


contingent in 


matter of law but courts usually 


the contract is conditional or 


some Chis line of cases was dis 


previous section. A 


ot cases considered the 


respects 


cussed in the number 


evidence and found 
that the had 
value.” Several cases have 
theory 


as a matter ot tact contract 


no fair market 
that without 


value the 


been decided under the 
supporting evidence of 
should not be 


contract 
recognized as income 
property 
payment of the 


imposed on the 


since 


it does not represent which is 


available for the tax which 
would be transaction.” The 
general rule has been applied on the ground 


that in order for the vendor to convert the 


would have 
deliver to the pur 


evidence ot the 


promise to pay cash, he 


had to 


mto 
produce and 
chaser the liability to pay 
which depend to 


Other cases 


May 


some extent on oral 


evidence seem to follow the 
general rule without stating a definite theory.‘ 
The latest case on the 
knnis™” In that case, the 
liquor establishment known as “Deer 
Inn” for $70,000, with a down 
$8,000 and the 


subject is Nina J 
sold a 
Head 
payment ot 
install 
The 


land con 


taxpayer 


balance payable in 


ments over a period of several years 
obligation 


was evidenced by a 


tract, which 


form ot contract 
Michigan and « 


Was In com 


mon use in ontained many 
elements of a mortgage but was not nego 


tiabl lhe 
1 


receipts-and 


being on the cash 


disbursements 


taxpayer, 
basis, reported 
until she 


pletely recovered her cost basis. The 


no gain on the transaction com 


Com 
that 


missioner contended 


entire gain 
was reportable in 
held tl at 1 


value, 


court 


saying that “in every prac 


1945 


1 


Sale Was complete in 


Bruun 1 


161 


Helvering, 40-1 ustc { 9337, 309 U. S 
Cc. W. Titus, Inc., cited at footnote 3 

” Alice G. K. Kleberg, cited at footnote 8 
(contract) Dudley T. Humphrey, CCH Dee 
8913, 32 BTA 280 (1935) (Nonacq. XIV-2 CB 34 
{1935)) (non-negotiable notes); Charles C. Rup- 
recht, CCH Dee, 5236, 16 BTA 919 (1929) (Acq 
VIII-2 CB 46 (1929)). aff'd 2 ustc 1 499, 39 F 
(2d) 458 (CCA-5, 1930) (deed of conveyance); 
Leroy G. Evans, CCH Dec. 1977, 5 BTA 806 
(1926) (Acq. VI-2 CB 2 (1927)) (agreement to 
exectite promissory notes in a subsequent year) 

“CCH Dec. 18,543, 17 TC 465 (1951), govern- 
ment’s appeal dismissed by August 


5, 1952 (CA-6) 


stipulation 


45 





There are no alternative methods for 
reporting losses on 
the sale of property. 


In that year the 


sion of the 


vendee went into posses 
and at the 


burdens 


property 
assumed all the 


The 


and the 


Same time 


and benefits of 


ownership 


purchase price was det 


initely fixed 


vendee was under at 
unconditional obligation to pay it under the 
terms set This 


considered 


torth in the contract 
contractual obligation cannot be 
an ‘amount realized’ unless it is the 
lent of cash ae 


equiva 
' what 
obligations are the ‘equivalent ot! cash’ the 
requirement that the obli 
freely easily 


determining 


has always been 


gation, like and 


money, be 

that it 
hand to hand in « 
that the 
ol a mortgage, 


not lend to the 


negotiable so readily Irom 


It is true 


passe s 
Ommcrcee 


contract elements 


possessed many 
but, this characteristic does 
contract the 


ment of negotiability.’ 


essential ele 
The dissenting opin 
ion argued that for practical purposes there 
is no substantial difference between a mort 
land that 


sold, traded and as 


gage and a contract and land 


regularly 
Although, under the contract, title 
until 


contracts are 
signed 


vas not to pass 


payment was made, 


the court did not find it necessary to inter 


pose the argument of conditional or 


execu 


tory contract, and, in fact, found that there 


was a closed transaction 


Appraisal.—Generally, the have 
laid down the broad rule that a promise to 


courts 


pay incorporated 
market 


into a contract has no 


value But other cir 


because ot 
cumstances in the cases, the law 


what 


Was some 


confused and indefinite 


The Ennis 


CASs( adds a considerable 


amount of cer 
tainty to this area of the tax law. The court 
does not mention fair market value, but 
states that the obligation to be taxable must 
be the equivalent of and to be the 
equivalent of must be negotiable 
that the decision 
accordance with the cash 
reporting. It may be argued that 
whether or not a contract has value should 
depend on the 


cash 
cash it 
this 
is entirely in 


It seems to writer 


basis or 


and 
written, 


facts of each case 


whether the obligation is oral or 

" Several cases involving other than the sale 
of property where it has been held that a 
contract does not have fair market value are 
Mertens v. Rogan, 46-1 ustc § 9173, 153 F. (2d) 
737 (CCA-9): Lunch Estate v. Commissioner, 
45-2 wstc © 9386, 150 F. (2d) 747 (CCA-2), cert 
den. 326 U. S. 780, 66 S. Ct. 336: Shuster 1 
Helvering, 41-2 uste { 9601, 121 F. (2d) 643 
(CCA-2). An individual purchaser's promise to 
pay the vendor a life annuity has been held not 
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whether it is negotiable or non-negotiabl 
or whether the obligation is accepted merely 
considered 
extent to which the obli 

value On the other 
that 


permitted to use a cash basis and that most 


all factors to be 
in determining the 

market 
hand, it can be argued 


as collateral are 


gation has 


laxpayers are 


obligations arise because of an underlying 
to be « 
until the 
then 
nothing leit of the 


In the writer’s opinion, there is 


contract. lf contracts are msidered 
market 
proves to the 
be little or 


reporting 


as having value 


taxpayer 


contrary, there would 


cash basis ol 

logical or legal basis { 
no logical or legal basis tor setting up one 
another for 
Yet a profes 


rule for sales of property and 


other types ol transactions.” 
sional render 


services which are represented by contracts 


person, on a cash basis, can 


of one type or another. He could possibly 
sell those accounts, but it is not 
that he has anything to report 
until he realizes his gain, either by collec 
tion on the contract or by sale of it. Where 
on the other hand, the taxpayer accepts a 


negotiable 


generally 
considered 


instrument on which he can very 
realize his profit if he so 
there is no great objection to the 
he realizes 


easily desires, 


rule that 
gain at the receipt ot 


the obligation 


time otf 


When to Report a Loss 


alternative 


losses on. the 


There are no methods tor 
property 
The deduction of a loss may be taken only 
m the which the sale is 
In the 
method of reporting 
with the method of 
the receipt of 


reporting sale of 


year in closed.* 
this 


Variance 


case of a cash-basis taxpayer, 
losses iS at 
reporting 


cash o1 


gLalns, Since 
its equivalent is not 


required to establish a loss 


Capital Gain or Ordinary Income 


right to take advantage 
of the capital-gains provision is not affected 
by the fact that payment is made in install 
ments. There is limitation to this 
general rule, however, in the case of deferred 
payment sales If the 
fair market 
value, any 


Generally, the 


some 


have 
value, but less than face 


obligations 
some 


amount subsequently collected 


in excess thereof is ordinary income.“ The 


to have fair market value: Commissioner 1 
Kann’s Estate, 49-1 ustc § 9271, 174 F. (2d) 358 
(CA-3); Bella Hommel, CCH Dec. 15,424, 7 TC 
992 (1946) (Acq. 1950-2 CB 3); Frank C. Deer- 
ing, CCH Dec. 10,903, 40 BTA 984 (1939) (Acq 
1950-2 CB 2): J. Darsie Lloyd, CCH Dec, 9201, 
33 BTA 903 (1936) (Acq. 1950-2 CB 3) 

“ Regs. 118, Sec. 39.23 (e)-1 

“A. B. Culbertson, CCH Dec. 17,725, 14 Tt 
1421 (1950) (Acq. 1950-2 CB 1) 
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Because of some confusion in the 
cases concerning valuation and 

the development of special rules 
concerning capital gains and 
repossessions, it is likely to be 

more advantageous in most situations 
to use the installment 

method of reporting income. 


reasoning behind this rule is that 


a Cc rile Cc 


tion on a note is not a sale or exchange 


within Section 117 


tion has no fair 


Howe ver, if the obliga 
market value at all when 
received, and the sale otherwise qualifies as 
i capital asset, amounts collected in excess 
of the 


basis of the property 
1 


4 
sidered as capital gain 


will be con- 


Repossession 


\ different rule applies to the reposses- 
sion of property under an ordinary deferred 
payment sale and under an installment sale. 
In the e deferred-payment sale, if 
title is retained, the 


case Ol 
seller will have a gain 
or loss on the difference between the amount 
received prior to repossession and the total 
profits returned as income up to that time. 
On the other hand, 1if tith 
seller will realize 
the differenc« 
of the 
ot the 


has passed, the 
a bad debt on 
between the fair market value 
repossessed property 


mcome OT 


basis 
that 


( onside red secur! 


and the 


obligations satisfied; except 


vhere the obligations are 
ties, only will result.“ 


capital gain or loss 
in making 
title is 


purposes 


Chere would seem to be no logic 


usually 
Such 
an attempted distinction was rejected in the 


such a distinction because 


retained only for security 


ase of installment sales.“ 


Summary 


The deferred-payment method is available 
regardless of whether the property sold is 
personalty or realty, and it is available even 
though the taxpayer could qualify for use 
of the installment method. It has been 
held that an accrual-basis taxpayer may us¢ 
the former method for reporting income; 
however, the [ 
recent 


courts in 
the rule should 
be relied on with caution. The purchaser’s 
obligations are considered the equivalent of 
cash to the extent of their fair market value, 
and*the valuation of these obligations pre- 
sents the greatest 
this field of the tax 
likely to find that obligations 
have a fair market value which will gener 
ally be their full 
countable value. On the other hand, it is 
the rule that an obligation evidenced only 
by a contract is not the equivalent of cash 
and, therefore, 


language of the 
cases indicates that 


source of litigation in 


law. The courts are 
negotiable 
dis- 


face value or their 


have fair market 
value. The courts are influenced by various 
theories in this and 
tend to support their conclusion by refer 
ence to any executory features that may be 
found in the contract 
in the year the sale 


doe Ss not 


reaching conclusion 


Losses are reported 
is closed regardless of 
the taxpayer’s accounting method. Because 
of some confusion in the cases concerning 
valuation and the development of special 
rules concerning capital gains and reposses 
sions, it is likely to be more advantageous 
in most situations to use the 
method of 
still 

payer either does not 
to make use of the 


installment 
However, 
where the tax 
wish, or is not 


reporting income 


there remain instances 


able, 


installment method, 


in which case it is necessary to know the 


tax consequences and 


availability of the 


method [The End] 


deferred-payment 


OPPORTUNITY TO EXCHANGE BONDS 


Holders of Series F 
Bonds, which wil! beg 
month, 


and GG; Savings 
in to mature this 
invited by the 
othe 
or example, 


have been 
‘Treasury to exchange them for 
series of savings bonds. F 
individuals may reinvest up to the 
limit of $20,000 annually in 
the Series E and H Bonds 

J and K Bonds, individuals as 


as other holders of 


each of 
In Series 
well 
these maturing 


*“ Regulations cited at footnote 2. See 
missioner v. Carter, 48-2 ustc © 9415, 170 F 
911 (CCA-2) 


Com- 
(2d) 


Sales of Property 


bonds have a 


will combined annual 
limitation of reinvestment of $200,000 
issue price. The final interest due on 
date 

principal. No 
Series F or G 
No issue othe 
than savings bonds will be offered to 
holders ot 


Series G Bonds on the maturity 


will be paid with the 
interest accrues on 
bonds after maturity 
bonds at 


these maturing 


this time. 


*“ Regulations cited at 
Frost, cited at footnote 4. 
“ Boca Ratone Company v 
36-2 ustc © 9482, 86 F 


footnote 2: Joseph 


Commissioner, 
(2d) 9 (CCA-3) 
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By ISIDORE GOODMAN 
Technical Advisor in Charge, 
Pension Trust Branch, 
Internal Revenue Service 


Termination of Pension, 


HANGES 
and 
An u 


cCCONnOTNY 


the 
aintenance of employee 
the general 
with it 
benefits, 


|< ONOMIC ¢ influence 
4 esi 


iblishment n 


benefit) plans pswing 


brings 


influ 


ali 
more 
doy 


WhICH, 


and CXpPCcnsive 


and, convel ly, a n trend produces a 
result 


1, 


1y 


tighitening in some Cases, re 


duces or entire eliminates such benefits 


vagwe-and-salary sta 


controls and comparatively low 
rived during excess 
contributing agents, 
the 
to attract and retain employees dur 
lhis be dis 


ia perusal of the vclume of rulings 
thie 


primarily, the motivating torce 1s 
desire 
ing a high-level 


period may 


issued by Bureau as to the qualification 


RULINGS ISSUED ' 


Qualification of Plans 


Per 


ad 


October 21, 1942 
Additional to April 30, 
Additional to 

Additional to 


rise al 


December 
1945 
August 31, 1946 
1947 


30, 


June 


( ride d 


30, 
veal June 1948 
nded 
nded 
nae ‘ 


| 
nded 
| 


endec 


30, 
30, 
30, 
40, 


1949 
1950 
1951 


June 
June 
June 


iscal y 
iscal y 


iscal y 


I 
| 

|: 
|: 


iscal year ¢ June 


Fiscal y June 30, 


July, 1953 
August, 195 
September, 


19 


Totals to Se pte mber 30, 1953 


' Monthly statistics 
published in the 
sioner, fiscal year 
fiscal ir ended 


48 


released by the 
Annual Report of the Commis 
ended June 30, 1947, p 
yer June 30, 1948, p. 33; 


January, 


3ureau, 


28 ; 


fiscal 


ot and stock bonus 
plans under Section 165(a) of the Code; the 
effect of the 


their prior 


pension, profit-sharing 
termination of such plans on 
effect ot 
the curtailment of plans on such prior quali 


fh See the 


qualification; and the 


cation tabulation below 


Vhe pattern follows the economic swing 
upsurge in productivity, more new plans, 
less terminations and curtailments; leveling 
the 


of new plans and increase in the number of 


off in productivity, decrease in volume 


terminations and curtailments 


Tax Requirement for Permanency 
This be labor 


relations point of view, and possibly along 


may interesting trom a 


Monthly 
Average 


lermina Curtail 


Number tions ments 


5,265) 
1,477 | 
2,812 
1,054 
1,134 


22,991 949 


June 30 
30, 1951, p 
enactment 


vear ended 
ended June 

* Date of 
1942 


1954 


1949, 
37 
of 


p. 26; and fiscal year 


the Revenue Act of 
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other 


lines, but what has it 


to do with in- 
Quite a bit. The permanency 
ola plan may spell the difference between 
its qualification lack of 
with all the attendant tax 
Why? The Internal Revenue Code requires, 
among other things, that “the contributions 
or benefits provided under the plan do not 
discriminate 


come taxes? 


and qualification, 


consequences 


in favor of employees who are 
officers, shareholders, persons whose princi 


pal duties consist in 


supervising the work 


of other employees, or highly compensated 


employees.” * 

What effect has the permanency of a plan 
on such prohibited discrimination? A pen 
sion plan may provide uniform benefits for 
all participants in proportion to compensation 
and, consequently, there is no discrimination 
in benefits if all participants will receive the 
benefits contemplated under the plan. In 
funding the benefits, however, the tendency 
is to pay up the such benefits for 
those at or near retirement at an early date 


cost ot 


and spread the cost tor younger 
over the 


participants 
respective periods to retirement. 
For example, if normal retirement age is 65, 
only one contribution is made which pays in 
full the participant 64 


In the case of a participant 25 


cost of benefits for 


years Of age 


age, however, there are 40 years 


h to fund and only an inconsequential 
the cost of his benefits is paid in 
Assuming that benefits are 


cent ol 


Same yeal 
equal to 50 per compensation and 
that the compensation of the 
participant is $50,000 while 


64-year-old 
that of the 25 

contemplated 
benefits of both will be proportionately alike, 
that is, $25,000 and $2,500, respectively. The 
a $25,000 annual a 64 


using 


year-old man is $5,000, the 


cost ot pension ror 


year-( an, commencing at age 65, 


the 1937 Standard Annuity Table, moved 


Code Sec 


165 (a) (4) 


Pension, Profit-Sharing and Stock Bonus 


Follow the ‘Termination Rule,”’ 
Says the Author, 


to Avert Adverse Tax Results 


Profit-Sharing and Stock Bonus Plans 


back one year, with interest at 24% per cent, 


with no allowance for loading, is $295,139.25, 
or 590.3 per 


$50,000, 


cent of his compensation ot 
a $2,500 
pension tor a 25 yeatl old man, commencing 


using the same factors, 1s $345.08; 


while the annual cost of 


at age 65, 
or 6.9 per cent of his compensation of $5,000 


At this stage, the result is that there is 


no discrimination in contemplated benefits; 


the plan provides for 50 per cent of compen 


sation for each There is, however, dis 


crimination in contributions; 590.3 per cent 
for the $50,000-a-year man and but 6.9 pel 
cent for the $5,000 man The Code 
that no discrimination in 
contributions benefits. The dis 


that there be 


othcers, ete 


does not 
require 


both 


junctive is 


there be 
and 
used in requiring 
no discrimination in favor of 


in contributions or benefits 


Obviously, the 


cost of funding benefits for 


younger em 
ployees in proportion to those for older em 
ployees may well be prohibitive 
few employers could afford a 
plan 


and 
fully 
Consequently, the rate of 
constitutes the controlling 


very 
funded 
benefits 
element in a 
pension plan. If a uniform rate is applied 
for all, or no greater 
than for 


rate for officers, ete 


the plan, at its 
nondiscrimination re 


other employees, 


inception, meets the 


quirement as to contributions or benefits 


What however, if the plan is 
terminated after the f 
fits for the 


happens, 
first year? The bene 
$50,000 man are fully paid for 
and he receives everything called for 
the plan There 
man and he has but a mere 
he thought he 
done 


under 
is but $345.08 for the $5,000 
pittance 

would What is 

this ‘There 

One 1s to step in after the event 
and determine 


have 
about Situation?’ 


approaches 
what tax consequences may 


ensue. The regulations provide 





“In the event a plan is abandoned, the 
employer should promptly notify the district 
director of internal revenue (Commissioner, 
January 1, 1954), 
cumstances which led to the 
of the plan.” ; 


before stating the cir- 


discontinuance 


At times, nothing more than 
can be 


a post-mortem 
deduction 
to the employer is of no consequence if the 
plan was terminated as a bank- 
ruptcy, the $50,000 man pension 
which is guaranteed for lite, and all that 
can be done is to sympathize with the $5,000 
man 


accomplished: The tax 
result of 
has his 


The second approach, however, may 
salvage something for the 
his requires a restriction on the 
funds which may be used to provide benefits 


lower-paid em- 
ployees. 


for employees who are officers, etc., so as 


to limit the possibility of discrimination in 


favor of such employees in the 


termination of the plan 


event ol 


’ 


‘Termination Rule’ 


The Rule” ® 
promulgated as an aid in effecting such a 
result 


so-called “Termination 


was 


Its applicability is limited as follows: 


(1) It is applicable only to pension and 
annuity plans and does not extend to profit 


sharing or stock bonus plans. 


(2) Neither does it apply to pension and 
annuity plans in effect prior to January 1, 
1942, unless the plan was so amended sub 
sequent to December 31, 1941, so as to con 


stitute, in effect, a new plan. This amounts 


to a change which substantially 


increases 
the extent of possible discrimination in the 
event of subsequent termination 


(3) It does apply if the annual pension or 
annuity provided for any of the 25 highest- 


paid employees exceeds $1,500 and is paid 


for by employer contributions made afte 
July 31, 1944, and during the first ten years 


after the establishment of the plan 


If the plan is one to which the rule is 
applicable then it is required that it provide 
for a limitation on employer 
so that 


contributions 


such contributions 


which are used 
to provide benefits for any of the 


paid employees will not 


25 highest 
exceed, over the 


entire ten-year period 
(1) $20,000, or 
(2) The lesser ot 
(a) Twenty per cent of the employee’s 


annual compensation, o1 


* Regs. 118, Sec. 39.165-1(a)(3) 
* Mim. 5717, 1944 CB 321 

* PS 25, September 2, 1944 

' PS 8, August 4, 1944 


50 January, 


1954 °@ 


(b) $10,000 


multiplied by the number of years since 
the establishment of the plan. 


It is also required that the full current 
costs of the plan must be met. 


The rule does not affect the deduction that 
may be allowable with respect to contribu- 
tions. Neither does it affect the payment of 
full current benefits upon retirement as long 
as the plan is in operation and employer 
contributions are made. It restricts, how- 
ever, the payment of future benefits to 
highly compensated employees by precluding a 
guaranty that such benefits will be paid unless 
the specified conditions are complied with.” 
Provisions conditions are 
to be incorporated in the plan; in a trusteed 
case, in the trust indenture; and in a non- 
trusteed annuity plan, in the annuity contract 


containing these 


The Internal Revenue Service has released 
sample provisions which have been found to 
be acceptable.’ Various other releases am 
plifying and elaborating upon the applicable 
provisions have been promulgated from time 
to time. Employer contributions to provide 
death benefits are subject to the prescribed 
restrictions to the extent that such contribu 
tions are used to provide benefits payable on 
behalf of employees who die after retire 
Such benefits, 
however, which are provided by employer 
contributions and are payable on behalf of 
employees who die while the pension plan 
is fully im effect, are not subject to the re 
strictions under the termination rule.” If 
contributions are made to provide benefits 
for a participant in excess of the applicable 
limitations, additional 
tions are to be 


ment income has commenced. 


contribu 
until the proper 
lhe provi 
sions intended to limit benefits in accordance 
with the termination 


employer 
restricted 
over-all limitation is reached.’ 
rule must be specific 
lhe insertion in a plan of restrictions which 
are merely a verbatim copy of the 
enunciated in the rule is not sufficient since 
Neither 
to merely make reference to 
the rule in the plan. No single provision fot 
limiting benefits in accordance with the rule 


terms 


such terms are of general application. 
is it sufficient 


is appropriate in all cases but provisions of 
general application may be adapted to spe 
cific cases with appropriate modifications.” 
An amendment which mecreases benefits undet 
a plan necessitates compliance with the rule 
to the extent applicable.” 

* PS 29, September 16, 

* PS 31, September 16, 1944. 

" PS 42, November 11, 1944 

1 PS 50, July 12, 1945 


1944 


TAXES —The Tax Magazine 





Definite Contribution Formula 


One of the reasons for the requirements 
of a definite formula in a profit-sharing plan 
is to provide the equivalent of the “Termina 
tion Rule.” Whereas, in a pension plan, ab 
sence of the prohibited discrimination in 
benefits is sufficient for compliance with the 
requirements ot Code (4), 
profit-sharing plan there must be no 
such discrimination in contributions. A profit 
sharing plan purview of the 
tax regulations does not provide for definitely 
determinable benefits.” 


Section 165 (a) 
moa 


within the 


Since profits vary 


from year to year, and may be nonexistent 
in some years; benefits 


geared to profits 


cannot Benefits 


are derived from such contributions as may 


be definitely determinable 


be made in the respective vears 


\ classification of 


¢ mployee S base d on 


age or years of service, or both, may be en 


tirely satisfactory in a profit-sharing plan 


for the purpose of meeting the coverage re 
quirements of Code Section 165 (a) (3) (B) 


hose 


who are within the 


specified age 
range, or have completed the required num- 
ber of vears of have both 
participate in the plan and 
share in the profits contributed to the trust 
while 


service, or met 


requirements, 


fulfilling 
, or both require 


those who are just short of 


the age, or years of service 
ments, have a mere expectancy of compat 
able participation and sharing in subsequent 
profits. That expectancy ripens into fruition 
if the plan is continued and contributions 
are made pursuant to a definitely predeter 
mined formula.” Then only are the newly 
eligible employees treated on a comparable 
rhe definite provision re 
quires the same proportionate contributions, 
in relation to existing profits, for all em 


when 


basis formula 


they enter the 
plan. It is not an assurance that the same 
will be The amount 
consequently, the amount ot 
the contribution, depend upon the fortunes 
ot business. It 


ploye es regardless of 


amount contributed 


ol pronts, and, 
dk ICS 


require the employer, 


however, to contribute the same percentage 
of profits such as, for example, 10 per cent 
when the highly 


the plan 


compensated 
and 10 pet 


employees 
when the 
rank-and-file employees become participants 


enter cent 


definite formulae also 


requirement 


The provision for 


includes a intended 


which is 
I. T. 3660, 1944 CB 136, carried over into 
Regs. 111 by T. D. 5422, 1944 CB 318, and now 
part of Sec. 39.165-1(a)(2) of Regs. 118 
%T. T. 3661, 1944 CB 315, carried over 
Regs. 111 by T. D. 5422, cited at 
footnote, and now part of Sec 
Regs. 118 
‘§. 7 


into 
preceding 
39.165-1(a)(2) of 


3678, 1944 CB 321 


to preclude the prohibited discrimination in 
allocations among participants. An alloca 
tion equal to 20 per cent of compensation of 
executive employees and but 10 per cent for 
lower-paid employees is discriminatory within 
the statutory prohibition.“ As pointed out 
in Section 39.165-1 (a) (2) of Regulations 
118, however, a qualified profit-sharing plan 
must, among other things, contain a “definite 
predetermined formula for distributing the 
funds accumulated under the plan,” and 
(paragraph (4)), “If the plan is so designed 
as to amount to a subterfuge for the distri- 
bution of profits to even if 
other employees who are not shareholders 
are included under the plan, it will not qualify 
as a plan for the 


ployees”; also, 


share holder >, 


exclusive benefit of em 
“all of the surrounding and 
circumstances and the details of 
the plan will be indicative of whether it is 
a bona fide stock bonus, pension, or profit- 


attendant 


sharing plan for the exclusive benefit of em 
ployees in general.” 


Che definite contribution formula require 
In the 
Lincoln Electric Company Employees’ Profit 
Sharing Trust case, the Tax Court cited the 
requirement with approval and stated: * “So 
far as we can see, the above regulation is 
and a fair interpretation of the 
expression ‘profit-sharing plan’.” 
sion for the 


ment has been tested in several cases. 


reasonable 


The deci- 
Commissioner, however, was 
reversed on appeal,” with the holding that 
the purpose of the Code to prevent dis 
crimination in favor of employees who are 
highiy compensated, etc., was materialized 
in the Lincoln Electric Company Employees’ 
Trust and that, if the regulations must be 
interpreted as limiting exemption, they are 
invalid additions to the law. Subsequently, in 
the Produce Reporter Company case," the 
Tax Court reversed its own position in the 
Lincoln Electric Company case and accepted 
the view of the Court cf Appeals for the 
Sixth Circuit of not requiring a 
formula for qualification 


Where, however, the plan contains 
finite contribution formula, the 


definite 


a de 
courts have 
consistently held that the employer is bound 
by his formula commitment and that an 
contribution is not deductible. Sec 
Wooster Rubber Company™ (1. T. 4055” 


is based on the Wooster Rubber Company 


excess 


17,593, 14 TC 598 (1950), at p. 607 
" 9371, 190 F. (2d) 326 (CA-6) 
" 18,897, 18 TC 69 (1952) (Nonacg 
1952-19 IRB 1), aff'd 53-2 ustc % 9595 (CA-7) 
CCH Dec. 17,697, 14 TC 1192 (1950), rev'd, 
on other grounds, 51-1 ustc © 9343, 189 F. (2d) 
878 (CA-6) 
1% 1951-2 CB 30 
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t 


at a contribution in excess 
ommitment is not deductible 


in the vear 


rmula « 


when made or in any later 


the excess being a voluntary payment 


and necessary business 
iven Manufacturing Com 
VM cClintock 


gressive Welder Company 


Trunkey Com 


vhether discrimina 


consider 


of employees who are highly 


te., exists in fact in the par 


consideration and, in 


of, hold that the plan quali 


h it does not 


contain an auto 


s, a definite contribution 


precluding discrimination. An 


as to the qualification ota 


required as a condition precedent 


the tax advantages pertaining 
| 


It, 


assurance that 


wever, 


a taxpaye! 


the advance his plan 
qualifies, he is required to comply with tl 


provided for 


i¢ 
regulations Havi a definite 
botl the 


Revenue Service 


formula, under rules of the Internal 


and court determmations 


he is bow d the rel 


Effect of Termination 


“Termination Rule” in a pension plar 


Phe 
ind 


definite formulae provisions im a_ profit 
are self-operating devices intended 


| hie \ 


some cases 


haring 


plan 


to curb the prohibited discrimination 


Wilay be 


completely effective in 
i 


but they do not take care of all cases For 


example, restrictions provided in a plan in 


accordance with the 


termination rule are 


applicable for only ten years, the rule does 
not apply to plans in effect prior to January 
1, 1942, unless subsequently and 
the restrictions apply only to contributions 
used to provide highest 


paid 


SIONS ck not 


amended, 


benefits for the 


employees Definite 


formulae provi 


prevent large reallocations of 

credits resulting trom forfeitures inuring to 

the benefit of highly compensated employees, 
ry ‘ 


or evel one employes 


take 
to determine the 


Consequently, it 
look at 
effect of the tet 


becomes necessary to another 
the case 


mination 


Various 


quirement tol 


attention to the re 
Abandonment 


within a tew years aft has 


will be 


releases call 
permanency 
ola plan 


taken effect evidence that the plan 


“51-2 uste { 9397, 99 F 
CCH Dee 
CCH Dec 
Varjorie F 

TCM 867 (1053) 

‘PS 7, July 29 


Regs. 118, Sec 


Supp. 144 (DC Minn.) 

19.316, 19 TC 297 (1952) 

19.873(M), 12 TCM 1012 (1953) 
Birnie, CCH Dec 19,828(M), 12 

1944 


39 165-1(a)(3) 


52 January, 


1954 e@ 


from its inception was not a bona-fide pro 


gram for the exclusive benefit of employees 
Suc h 


in general. however, 1s 


rebutted 


evidence, 


merely presumptive and may be 


by an appropriate showing to the contrary, 
plan had to 


“busine ss 


such as, tor 


example, that the 


be terminated because of neces 


sity’ or, if not due to bankruptcy or in 
solven VY, Was necessitated by other compelling 


business « 


onsiderations, such as a sale o1 


transfer of the employer’s business.” 


Phe concept ot has 


“business necessity” 
progressively been broadened and extended 
to the area in which it is sufficient to estab 
lish a “valid 
No general 
“valid reason” are 


alike \ 


the individual cas¢ 


reason” for the termination.’ 
what 


applicable to all cases 


rules as to constitutes a 


factual determination is 


made in 
Such reasons as change 
of ownership in an arm’s-length transaction, 


Stoc k 


financial in 


a bona-fide and substantial change in 


ownership and management, 


ability to continue the cost of the plan, com 
pliance with demands for salary increase to 


prevent a strike, the substitution of welfare 


benefits for pensions, and the use of funds 


for plant expansion have been found to 


satisfy the “valid reason” requirement on 


basis of the particular facts involved.* 
bona fides underlying the establishment 

a profit-sharing plan has been held not to be 
impugned upon termination after a 


contribution 


single 


based on profits for the first 


year oO! since the 


operation main 


purpose 
originally envisaged was found to be 


of fulfillment.” 


impos 
sible 


establishes the bona 


inception of the 


Che “valid reason” 


fides at the plan, that is, 
it was not a device to siphon off tunds for 


the benefit of flavor 


whose 
prohibited It 
that 


the time of 


employees in 


discrimination is remains, 


however, to establish such discrimina 


tion does not exist at termina 


tion of the plan. A schedule of participants 


is prepared for such purpose showing the 


compensation, employer contributions, elm 


ployee contributions, if any, allocation of 


lorteitures, and value of benefits applicable 
to each of the 25 highest-paid participants 
and, in total, for all others.” If the propor 


tion of benefits provided by employer con 


total fund 
to compensation is no greater tor employees 


tributions and increments on the 


who are offtcers, shareholders, supervisors 
* PS 52. 
Mim 


August 9, 1945 
6136, 1947-1 CB 58 
* Mim, cited at preceding footnote 
’Blume Knitwear, Inc CCH Dex 
TC 1179 (1948) (Acq. 1948-1 CB 1) 
"Rev. Rul. 32, 1953-6 CB 44 (Exhibit 
p. 46) 


16,187, 9 
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compensated, than tor 


the plan 1s deemed 


such discrimination 


Problems, however, 


arise in cases 1n whi h 


a preponderance in tavor of em 


are share holders, ete For ex 


ample, a company established a valid reason 


for terminating its pension plan but its 


schedule of distributive benefits on termina 


showed the following results 


Percentage of Contemplated 
Benefits to Compensation 
Employees for Entire Period 
Shareholders 
\ 
B 
( 
Ave rage 
11 Highly Compensated 
All Others 


Obviously, mina nil ' } 


snare 
olders and 


Vas present 


compensated emplovees 
plan, however, required 
of participation tor vested rights 
ontemplated benetits. Since the 


was to be 


plan 
terminated in less than five years 


ot the I 


employees had vested rights 
in was accordingly amended prior to 


provide a ceiling on benefits 
the shareholder-employees 
cent oft 
d of participation, 
distributed 


group 


compensation, Ove! 
with the 
among employe cs 


This effected the fol 


Percentage of Contemplated 
Benefits to Compensation 
for Entire Period 

Before Af ter 


; 
linendment Amendment 


Employees 


18 
18 
15 
\verage 2. 17 
( mpen 
ik 
20 
Employes 
18 ind 31 


difference between 


cent to the plan trustee and 


received annuity ¢ 


ontract without ad 


justment contract for B was reduced 


i benefit equal to 18 per cent 
obtained the cash surrender 
Mim. 6136 
pany case) 
Wilson 1 Rudolph Wurlitzer 
Ohio App. 450, 194 N. E. 441 
Rudolph Wurlitzer Cr 


cited at 


footnote 27 (‘E com- 
Company, 48 
(1934): Stgoman 4 
Ohio App. 4 


ympany, 57 
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value tor the 
the ll 
ceived their c 
All others, in 
shared in the 
trom A 


tract, m 


difference kmployee C and 
compensated employees re 
tracts without 
addition to their 
cash obtained by the 


and, on the 


highly 


adjustment 

contracts, 
trustec 
reduction of B's 
proportion to the 
respective annuity 


con 
thei 
adjust 


value of 
These 


Satistactory 


contracts 


ments were found to be and it 


was held that the termination of the com 
pany’s pension plan, after 


not adversely 


amendment, did 


affect its prior 


qualification 
The problem, however, is more 
if employees have 
plan They 
rights.” Ot 


difficult 
under the 
de prive d ol 


vested rights 


cannot be such 


Rule’ ” 
precludes the granting of fully vested rights 
to employees affected thereby. It does not, 
however, take care of all cases and, in those 
which it 1s applicable, it 
precludes the prohibited discrimination to 
the limited extent for which it was intended 
How then can 
effected ? It 
holder 


oO! allox ations 


course, the “Termination 


cases to 


merely 


an equitable reallocation be 


quite stock 


trequently is the 
group which has the 


That 


concerned 


greatest share 
group, of 


with the tax 


course, is 
directly consequences 


which may ensue from discriminatory re 


sults on termination and usually is agreeable 
to a voluntary 


reallocation. Others who are 


not stockholders but in whose favor dispro 
portionate benefits may have been provided 
are likely to be in the top 
Their interest, although not 
cal, 1s still akin to that of the 


‘I he Vv, too, are 


Management 
group identi 
stockholders 
interested in maintaining 
employee morale, and 


that 1s to let the 


good way of doing 
ancd-file 


that they are not being 


rank employes 


know discriminated 


Here, 


answet 


against on termination of the plan 


also, a voluntary 


Minor 


not too important UW, on an 


reallocation is the 


variations lower down the line are 


over-all basi 


the final distributive allocation does not di 


criminate in favor of employees within the 


enumerations with 


respect to which dis 
crimination is prohibited 


Curtailments 


\t times, it 1S GCasicr 
with bites tl 
swallow it in one gul 


to devour an object 


several an it is 


to attempt to 
p. So it is with 
which is chopped down little by 

ly shell It may 
benefits for all, but 


alter employees in the top 


a plan 
litthe until 


it becomes mere 


Start out 


an empty 


with glowing 


roup have been 


N. E. (2d) 878 (1937) Schofield 1 

M. J., 39 Pac. (2d) 342 (Utah 1934). 96 

A. L. R. 1083: Hunter v. Sparling, 87 Cal. App 

(2d) 711, 197 Pac, (2d) 897 (1948), among others 
Cited at footnote 5 
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taken care of, curtailments are effected wit 


the result that proportionately less remains 


tor other employees. A curtailment consists 


of a modification of a plan reducing benefits 


or employer 


contributions This may also 


be effected by making the eligibility o1 


vest 
ing requirements less liberal or by requiring 
contributions and 


benefits 


employee providing the 
previously were pro 


vided exclusively by employer contributions 


same which 
\ curtailment is a partial termination of a 
plan and, consequently, the 
that is, “valid 
prohibited 


same criteria, 


reason” and absence of the 
discrimination, apply to a cur 


tailment case 


Benefits may be reduced without 


neces 
sarily effecting an objectionable curtailment 
The modification of a pension plan with a 
$3,000 or $3,600 salary classification extend 
ng it 


to an all-coverage plan, but reducing 


the vesting or benefit may be 


provisions, 
found acceptable 


\ reduction in a profit-sharing contribu 
tion formula 
sulted in 


had 


rates 


was objected to since it re 


a change after larger deductions 


high tax 
“There 


is nothing in the Code which would prevent 


been claimed during years of! 


The Tax Court, however, held 


the petitioner from changing the formula to 
reduce the of profits and there 
was nothing in the regulation during the tax 
which that 


amendment of a 


percentage 


years change.”™ <A 


prevented 
proposed profit-sharing 
plan, however, providing for an elimination 
which would preclude contributions 


profits 


factor 
unless realized in 


obtainable, 


were excess oO! 
was held, 
that, if effectuated, it would result in a finding 
that the plan 


deemed not to 


amounts ordinarily 


from its) inception 


have been a bona fide perma 


nent benefit: ot 


program for the exclusive 


employees in general.” 


Suspensions 


Merely playing possum and doing nothing 


result in the 


may adverse tax 


Salni¢ conse 
quences as though the plan were terminated 
or curtailed without complying with the 
applicable requirements. If a plan is not 
fed, by suspending contributions, it wall dic 
of slow starvation. Consequently, 
applicable to the 


partial suspension of contributions 


certain 


rules are suspensicn of 


In the case of a pension or annuity plan, 
the status of the plan under Section 165 (a) 


‘Mim. 6136, cited at footnote 27 

* E.R. Wagner Manufacturing Company, CCH 
Dec. 19,066, 18 TC 657 (1952) (Acq. only in 
result, 1953-3 IRB 1) 


54 January, 


would be 


1954 °@ 


is not adversely affected by 


employer contributions if 


a Suspension OF 


(a) The benefits under the plan are not 


affected at any time by the suspension, and 
(b) The 


any time 


unfunded cost at 
(which any unfunded 
normal cost and unfunded interest on 
any unfunded 
unfunded past cost as of the 
of establishment of the plan. 


past 
includes 


service 


prior 
exceed the 
date 


cost) does not 


service 


If the plan had previously been sufficiently 
tunded so that a suspension will not reduce 
or stop the contemplated benefits, and if 
the unfunded past service cost at the incep 
tion of the plan does not increase, no ad 
verse consequences result from the suspension 
If these requirements are not met, the plan 
IS processe d as a termination or curtailment 
This does not necessarily mean that an ad 
verse determination will follow. If a “valid 
reason” exists and the prohibited discrmina 
tion is not present the 
Mimeograph 6136 are 


requirements ot 
met 


In a profit-sharing or stock bonus plan, 


contributions are accordance 


required in 
with the plan formula 
tributions are 


curtailment 


lf lessor or 
made, the 
criteria are 


no con 
termination and 
applicable and, if 
the requirements are met, no adverse con 


sequences ensue 


Terminal Funding 


Some plans are not prefunded but the 
cost of benefits is met at the time of retire 
ment, or within a few years of retirement 
For example, if the benefits can be provided 
for a retiring employee at a cost of $15,000 
that amount is contributed at the 


retirement-termination of 


time ot 
employment. Pay 
commence, however, a few years 
before retirement with the objective of pro 
viding the required cost of the benefits at 
retirement. Under 

there 


ments may 


funding 


SOME years 


terminal 
may be 
there are no 


these 
arrangements, 
during which retiring em 
ployees and no contributions are required 
Under these circumstances, a question pre 
sents itself as to the applicability of the 


suspension rules. 
Some of these terminal funding plans are 


established pursuant to 
contracts.” 


negotiated 
is usually the 
rank-and-file employees who are covered 


union 
In such cases, it 


If, in some years, there are no retiring em 
ployees and no contributions are required, 


“Mim. 6136 
pany case) 
PS 57 

* PS 67, 


cited at footnote 27 (°'G’’ com- 
1946 
1951 


August 5, 
August 26 
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Employers contributed 

$1.66 billion to qualified pension 
and profit-sharing retirement 

trusts in 1950, 

according to an audit of corporate 
income tax returns recently 
released by the Treasury. 


the situation does not ordinarily 
to the consequences ol 
termination or curtailment. The “valid rea 
had established. ‘The 
plan had been created pursuant to a union 


require a 
determination 


as 


son” been initially 
negotiated contract providing for terminal 
which lack of 
tions in certain years. Since only the rank 


funding envisages contribu 
ind-file employees are covered, there is no 


problem of prohibited discrimination 


where the plan 
Under such cit 
of the 


prohibited discrimination coming into play 


The situation is different 
covers employees generally 
cumstances, there is the possibility 


Che suspension rules are, 


ble 


theretore, applica 
to such cases 


Processing a Termination 
or Curtailment Case 


Just as in the case of the initial qualifica 
amendment of a plan, there is no 
requirement that an advance ruling be ob 
tained to the effect or 
curtailment of a plan 


by the 


on Of 


termination 
Notification, however, 


as ola 
employer of termination of a plan 
The taxable status of the trust 
affected by Noti 


the also 


is required 


may also be termination 


fication by trustee is, therefore, 
called the of 


Upon consideration of a ¢ 


for in event termination.* 
a determina 
of the 


tion or curtailment of a plan upon its prior 


ase, 
tion is made as to the effect termina 
qualification regardless of whether a request 
\ ruling, how 

\ determina 
ot 
which 


is made for a ruling thereon 


ever, is furnished if requested 


tion may be required as a result an 


ot the 


are 


examination tax returns 


deductions 


on 


for contribu 


claimed prior 
A determination may also be required 
the 


receiving 


tions 


vith to establishing tax 
distribu 
\ determination may 


ot 


respect 
to 
termination 


conse 
quences employee Ss 
tions on 
estab 


also be required for the purpose 


lishing the status of the trust. 


'See regulations cited at footnote 4 
” PS 56, June 27, 1946 
" Rev. Rul, 32, cited at footnote 30 
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Cases are processed in the office of the 
local district director of internal revenue.“ 
Che applicable information is there exam- 
ined by a pension trust reviewer. If he finds 
everything satisfactory, a letter is issued 
the of the district director 
that the termination, or curtailment, has no 


over signature 
adverse effect on the prior qualification of 
the plan, and on the exempt status of the 
trust, if a trust is involved, under 
165 (a) of the Code. It is not necessary that 
the curtailment be 
mated prior to requesting a ruling 
are 


Section 


termination o1 consum 


Rulings 
issued on 
under Section 165 (a) 


also proposed transactions 


determination is 
a tavorable ruling is not 


lf a preliminary made 
that warranted on 
the basis of the facts at hand, the taxpayer 
or his representative is advised of such find 
ings and afforded an opportunity to effect 
appropriate adjustments. In the that 
with respect which a 
determination 
the local office, 


event 
to 


be 


issues are raised 


clear-cut made in 


cannot 
be referred to 
the national headquarters in Washington for 


technical advice 


the case may 


Under such circumstances, 
the taxpayer may submit a brief or memo- 
randum which will accompany the case and 
will be considered in furnishing the applica 
ble advice. Also, if a conference in Wash 
ington is desired, a request should be made 


theretor through the local office 


Field rulings are subject to post review 
in Washington. Rulings issued on the basis 
of a complete and bona-fide ol 
all material facts are not reversed, however, 
with although 
required.” 


disclosure 


retroactive consequences 


pective changes may be 


pros 


Taxability of Distributees on Termination 


Distributions are made in accordance with 
the plan or trust provisions pertaining thereto 
The rights of all participants are to be fully 
vested on termination.’ 
porated in 
the 
given effect. 


Restrictions incot 
with the require 
“Termination Rule” are to be 


compliance 
ments of 


Distribution may be in cash, insurance 


property. “If a trust 
exempt under section 165 (a) purchases an 
annuity contract 
tributes if 


contracts, or in other 


for an employee and dis 


to the employee in a year for 
which the trust is exempt, the contract con 
taining a surrender 


cash value which may 


be available to an employee by surrendering 


the contract, such cash surrender value 


will 


" PS 35 (Revised), November 16, 1944 
* Rev. Rul. 33, 1953-6 CB 47, at p. 66 


Plans 





be considered income to the employee 
and until the contract is surrendered.” “ 
(Italics supplied.) It should be 

that deferment of taxability 
itract. If, however, an insurance 


is distributed 


observed 
applies to an 
anntuly cot 


centract 
o 


under which part or 
of distribution could 


continue 


ot its value at time 
be applied to insurance tor the 


employee, he 1s taxable 


value of 
the contract at the time of distribution, sub 
ject to certain adjustments.” 

The | 


applicable 


on the net 


ng-term capital gain treatment 1s 
to a total distribution paid in one 
taxable year of the distributee on account 
the employee’s separation from the 

\ distribution o1 


a plan and trust is, 


sery 
account of the ter 
however, 
int I severance ol! employment 
erm capital gain treatment is 


lf, however, the termina 


ODE TO 1040 


tion of the plan and trust and severance of 


employment are coincident, as in the case 


of a provision when 


requiring distribution 
an employee severs employment upon dis 
continuance of the business and 


therewith the 


simultane- 


ously plan and trust are 


terminated, and there is a total distribution in 
year of the distributee, the long- 


capital applicable 


one taxabl 


term 


If the long-term 

capital gain treatment applies includes s« 

curities otf the corporation, the 
] 


net unrealized appreciation on 


gain treatment 1s 


distribution to which the 


employer 
such securi- 
the taxable 
capital 


ties 1s excluded 
If the long-term 
not applicable but 


from portion.* 
treatment 1S 


the distribution 


gain 
includes 
securities of the employer corporation which 
were acquired with employee 
the net 
similarly 


contributions, 
unrealized 
excluded.‘ 


thereon is 


[The End] 


appreciation 


len Forty isn’t known as a famous year in history, 


lis short by 
Nor 
Like 
len Forty isn’t 


Like 


twenty-six of marking 


number ten (in Downing 


street) of 
recognized as having magic 


seven (for good), thirteen (for bad), or twelve 


William’s bloody victory 


is it an address of a particular renown, 


twenty-one (in town) 


powe! 


(the witching hour) 


Over most the world it’s just another number, 


But in these 
For here 
Our salaries, 
ur 
And 
But atter we 
And we've checked them with our 
We haven't got the 
Our own Ten Forty tells us Uncl 
Wi Aare 
lo hock the house 
Or vield 


Ten Forty is the 


profits, dividends, our 


losses, interest payments, our gifts 


miscellaneous items—within 


have done this, 


money that we 


obviously met with a terrible 


and Cat 


Or (just 
But if that’s the c 
Not only will the 
Who will inevitably 
Krom sections of the 


So there’ 


uurse we choos 


catch the 


Code or Treasury 


s naught to do but swallow 
do there 


hare 
And if we 


len forty may be 


just a number 


But it has a special meaning when the 


* Regs. 118, Sec 
Mim. 6461 
10. 1950 
“ Code Sec 
“ Rdward J 


17 TC 562 (1951) 


39.165-6(a)(2) 
1950-1 CB 73; PS 66, November 
165( b) 


Glinske, , CCH Dec. 18,551 


56 January, 


form on which 


rentals, 
propriety 
and figured out out 


< ash, the 


need to pay the 


and all, and stay 


at peace 


is no doubt that this much we'll have 


Tce s of 


1954 © 


United States it often chases slumber 


we ye arly pen 


gains and then 


charity 


taxes, 


fact ts 


debt 


Sam is due to get 


dilemma 


in debt rorever, 


a bit to Satan’s call, and lop oft item five 
as bad) claim mother-in-law, though she’s no longer ‘live 
to take, 


conscience prick but there’s the 


we'll never be; 


man from ‘J 


slightest deviations 
regulations 


and pay up all we've earned, 


learned 


throughout most of the year, 


\ 


March appear 
John P. Allison 


“Code Sec. 165(b), as amended by Sec, 335 
of the Revenue Act of 1951; Regs. 118, Sec 
39.165-6(b) (1) 

" Code Sec 
82d Cong 2d 


(b)(3) 


165(b) 


Sess 


as amended by P. L. 589 
Regs 118, Sec 39.165-6 
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These Tax-Saving Tips 
Should Enable Teachers to Make 
the Tax Grade 


Teachers and Taxes 
By CLARK E. BOWEN, Attorney, Miami, Florida 


A IMEONE has rephrased the 
about death and 


‘Death and 


taxes to 


alike in other 


characteristics besides their certainty. Each 


taxes are 


commands about the same amount of popu 


lar enthusiasm, and is surrounded with 


about the 


Same degree ot deep, dark mys 


caust Statement 18 not an 


The federal tax system is so 


the mists of technical terms 


ry that it takes a superior tax 


wend he maze 


and comprise 


hat 99 per 

in the United 
, , 
d knowledge, veai 


this tax maze—teachers who kn 


about taxes except that they hi 


paid and that they reduce income 


vill attempt to shed 


t 


subject ot tax deductio 


t school teachers 


summer school expenses of school teachers 


to 1950, the Bureau had ruled’? that 


were in the nature of expenses incurred for 


the personal 


advancement of the teachers 


and, thus, were not deductibl Phat rule 
was changed by the H case 


Nora P. Hill Case 


In 1945, a school teacher, as an alternate 
method of obtaining a renewal of het 
attended 
University in 
She claimed that het 
ductible 


expenses. The Commissioner 


ing certificate, summer scl 


New York ity 


expenses 


Columbia 


were de 


as ordinary and necessary business 


disallowed the 


deduction « the ground that they 


were per 


10. D. 892 
2 Nora P 
(1949) 


4 CB 209 
Hill, CCH Dec 6, 13 TC 291 


Teachers and Taxes 


sonal expenses and not deductible, and the 
‘Tax Court affirmed 


On appeal, however, the decision of the 


Tax Court was re versed,® the conclusion of 


that 
penses mcurred by the taxpayer 


the court of 


appeals being “the ex 


here were 


incurred im carrying on business, 


a trade o1 

and necessary, and were not 
nature She has, we. think, 
both 
which 
deducted lor 
purposes. We do not 
d (and it is not necessary for us to hold) 
teachers in 
school are deductible 


were ordinary 


personal in 
showed that she has 
the letter and the 


such 


complied with 
spirit of the law 
permits expenses to be 
federal 


| ] 
nol 


income tax 


that all 
attending summer 
‘| he 
words 
ductible 
pelled by 


vanced schooling ith ordey 


expenses incurred by 


decision can be restated in a 


Summer school expenses are de 


when the school teacher is com 


State O1 1OCs law o get ad 
lo retain 


’ 1 
teaching teaching 


position or a 


After the Hill case, 


general, summer 


certihicate 


the Bureau ruled: * “In 


S¢ hool rf xpense S incurre¢ d 


by a teacher for the purpose of maintaining 
deductible under 
23 (a) (1) (A) of the Code 


necessary expenses, but 


her position are section 


as ordinary and 
business expenses 


incurred for the purpose of obtaining a 
teaching position, of qualifying for 


nent 


perina 


status, a higher 


advance 
to tulfill the 
eral cultural aspirations of the 


position, an 


in the salary schedule, or 


gen 
teacher, ar¢ 
deemed to be personal expenses which ar¢ 
not deductible in 


INCOTIE 


determining taxable net 


The regulations® provide that the 
of taking special courses or training are not 


deductible 


xX pense . 


However, a recent case would 


50-1 uste © 9310, 181 F 


*I. T. 4044, 1951-1 CB 16 
Regs. 118, Sec. 39(a)-15(f) 


(2d) 906 (CA-4) 





appear to open up an entire new field o1 tax 


In Coughlin 2 
missioner,’ it was held that the expenses ota 
tax lawyer for 


deductions for teachers Com 


tuition, travel, board and 
lodging, in attending an institute 


taxation, were 


on federal 
deductible as ordinary and 

Attendance 
“Was a way 
to iulfill his professional duty 
to keep sharp the tools he actually used in his 
track or 


necessary business 


expenses 
at 4 


session of the 


well adapte d 


institute 


going business.” It would 
that teachers, too, could quality for this type 
of deduction, and it would that 
to be 


position 


seem 


also seem 


it will not be necessary for a teacher 


on the 


verge ot losing a teaching 


in order to obtain the deduction 
The deductible 
school and seminars would be 


rent (1! 


expenses lor suinmer 


tuition, room 


away from home), cost of 


trans 


portation between school and residence 


, and 


the difference between the 


food cost of 
school For exten 
the deductible expenses would 


living at home and at 


sion courses, 
be tuition and 


cost of transportation 


It is necessary to keep an accurate record 
of all 


meals, 


expenses that are 


claimed, such as 


transportation costs, 
The 
period ot 
teenth 


filed 


can no 


tuition and room 
should be 
three vears from the 


vear the tax 


rent records saved for a 


March fif 


date of the return 


After 


longer 


Was 


three years, the Bureau, by law, 
dispute the expense claims.* 


Some ot the that 


besides the 


sper ial deductions 


can 


he taken by school 


teacher s, 


usual deductions for 


taxes, medi 


interest, 
and the like, are 


cal expenses explained 


below 


Special Deductions 


(1) Summer 


cours¢ 


school, seminar, extension 


expenses.” 
(2) F id to empl nt ag 
2) ees paid to employment agencies to 


obtain a teaching position.” 


(3) Dues 


organizations 


paid to 
New 
National 


local teacher 


professional 
York State 
Education 


teacher 


| Cac her Ss 


\ssociation, Associa 


tion and 


associations.’ 


(4) Dues 
teacher 
Social 


paid to 
organizations 


Studies, 


protessional technical 


National Council for 
Historical Asso 


American 


* 53-1 ustc § 9321, 202 F 

’ Regs. 118, Sec, 39.54-1 

* Code Sec. 275(a) 

'I. T. 4044, cited at footnote 4 
O. D. 579, 3 CB 130 (1920) 

"7. T. 3448, 1941-1 CB 206 

39.23(a)-5 

"I. T. cited at preceding footnote 

I. T. cited at footnote 11 


(2d) 307 (CA-2) 


Regs 


58 January, 


1954 @e@ 


The author emphasizes these points: 
Keep an accurate record of all 

expenses that are claimed. Save the 
records and receipts for three years. 


ciation, American Council for Education 


and the lke.” 


(5) Subscriptions to professional and edu 
cational journals and papers—Education 
Digest, Nation’s Schools, Child Study, Geo 
graphical Journal, National Geographic Maga 

ine, Readers Digest and the like.” 


(6) Transportation expenses of 
her conventions, 


night, expenses ot 


trips t 

and, if remaining over 

lodging and meals (not 

deductible if reimbursed by board of edu 
4 

cation) 


teac 


(7) Travel expenses incurred by teacher 


who must 
during the 


who is on sabbatical leave and 


travel for educational purposes 


leave 


(8) Expenses of hiring a substitute teacher, 


if paid by regular teacher.” 


(9) Cost of 
books, if only 
are to be 


and 
for a year’s time. If 
used for 


technical professional 

books 
year, a 
of the cost is deductible as de 
preciation each year until the total cost has 


been depreciated (perhaps 25 to 50 per cent 


more than a 


percentage 


a vear).’ 


(10) Transportation expenses in traveling 
from locale of regular teaching position to 
place of temporary 


teaching position at 


summer school; also return.” 


teacher who has a 
permanent teaching position and also teaches 
at night school or on Saturday in another 
locality. Such include travel ex 


penses, meals and lodging while away from 


(11) Expenses of a 


cost can 


the permanent residence.” 


(12) Special clothing for certain teachers, 
who are required to wear the special cloth 


ing in the performance of their duties 


physical education, agriculture, school nurse. 


(13) Cost of laundering the special cloth 
ing in the above illustration.” 


“TI. T. and regulations cited at footnote 11 
51. T. 3880, 1940-1 CB 29 

% 1. T. 2973, 1936-1 CB 89 

7 Regs. 118, Sec. 39.23(1)-1, I. T 

at footnote 11. 

* 1. T. 2640, XI-2 CB 246 

*T. T. 2481, VIII-2 CB 291 

2? Mim. 6463, 1950-1 CB 29 

21 Mim. cited at preceding footnote 


3448 


cited 
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(14) Traveling expenses for the purpose 


I pertorming tutoring services during 


Vacation 


(15) 
which no remuneration 1s received 
of publishing the 


Some costs of research work for 
expenses 


results of 


investigation, 
depreciation on books and equipment pur 


chased for use in the research.” 


(16) Expenses, if not reimbursed by the 
school board, for the use of teacher’s car 
while it is being used on school business by 
special teachers who travel from school to 
s¢ hool, coaches of sports, agricultural teach 


‘rs, art and music teachers and the like 


(17) Cost, if reimbursed, 
f supplies and training materials necessary 


in teaching 


teacher is not 


conductor's baton, col 


yred chalk and the like 


music 


(18) Cost of assistance in making out in 


ome tax returns.” 


(19) In 1950, the Bureau made a special 
that a teacher requested by a local 
department to accept a one-year ex 
appointment to an 
thereafter 


ruling “ 
schoo 
change school, 


States, 


English 
United 
ould deduct expenses of travel to and from 
England, 


returning to the 


as well as cost of meals and lodg 
there Other 


the same deductions tf 


ings while teachers can claim 
forced to become an 


exchange teacher in a toreign country 


20) Dues paid to teachers’ unions 


Where to Take Deductions 
on Income Tax Return 


It is Where on the 
to be 


long 


important to know 


ncome tax return the deductions are 
deductions are 
1040 tax 


le ductions 


taken li itemized, a 
filed, 
three of the tax 


Many ot 


form return must be and 


listed on Daye 


iorm in the appropriate spac« 
the deductions given above 
‘miscellaneous”’ 


heading on page three of the 


tax return 


allowable ror 
(i}, (6), (Z), 
deducted from the 


The deductions expense 


tems in illustrations (10), 


11), (14) 


ital yearly 


and (15) are 


wages on page one ol the tax 
received 


school 


sum 


return For example, if salary 
| was $3,000 and summer 


$300, $2,700 is the 


tor the year 


expenses were 


licated on page one under the colums 


: total waves 
Code Sec. 23(a)(1)(A) 
G. C. M. 11654, XII-1 CB 250 
‘ Regs. 118, Sec. 39.23(a)-5 
ordinary, reasonable and necessary 
Regulations cited at preceding footnote 


Teachers and Taxes 


are listed under the 


> tions amounted to $50 


expenses must be 


There is a big advantage to the 
taxpayer in deducting all possible 
business expenses on page one 

of the tax return: Besides obtaining 
a deduction for ‘‘business expenses," 
he may (if his salary is under $5,000) 
also use the standard deduction 

tax rate in lieu of itemizing any 
other deductible expenses. 


\n explanation of the amounts deducted 
trom the total yearly wages for 
and the like has to be given on 
another sheet of paper and attached to the 
tax return. The attached 
plain why the expenses 
deductible.” 


summet 
school 


sheet will ex 
were claimed as 

It is not 
summer 
the total one; they can be 
included with other miscellaneous expenses 
and deducted on page three 


absolutely that the 


school expenses be deducted from 


necessary 


salary on page 


However, there is a big advantage to the 
taxpayer in deducting all possible business 
expenses on The 


“business 


page one taxpayer ob- 


tains a deduction for expenses,” 


and besides that, may also use the standard 
deduction tax lieu of itemizing 


expenses - to 


rate in 
deductible 
under $5,000) 


any 


other salary 1s 


An example ot the possible tax avis 
b 


Vy using page one deductions 


Jane Doe, aged 25, is 
pendents, She 
York State 


that 


no cde 
New 


State has a law 


single with 


teaches in a 
New York 
all teachers shall take 


city in 


at least 30 hours 
of advanced educational work within a ten 
year will lose het 


$5,000 


period "adi t he teacher 


teaching certificate. Jane received 


salary per year and had no other income 


school in 1952: her 
lodging, meals 
transportation amounted to $360. She 


Jane went to summer 


expenses for tuition, and 


also 


attended a teachers’ 


convention in another 


Her 


meals 


city for three days convention. ex 


lodging, and 


tion came to $40 


penses tor transporta 


deductions 
charitable 
( the I 


Jane’s other allowabl such 


as taxes, church and contribu 


expenses 1n 
* Regs 
7 Special 
2 O. D 
* Regs 
Code Sec 


118, Sec. 39.23(a)-15(k) 
Ruling dated January 26 

150, 2 CB 105 (1920) 

118, Sees. 39.51-2, 39.54-1 

23(aa) 118, Sec 


1950 


39.23(aa)-1 


59 


Regs 





is follows 


itemized 


Subscriptions to 


educational journals $10 


speci 


| uniforms for physical educatior 15 


Laundering of uniforms 10 


Dues to pro ssional 5 ) . 
Pay to 
Depreciation on te 


Lue 


substitute te: 
hnical books 
to educational organizations 


deducted the and 
$400 from 
5.000 salary She declared the re 


maiming $4600 as 


summer school 


convention expenses oT 
sum ot her total wages 
ien used the 


uund th: 


standard 


ly 


ict table 


it her tax on 


$4,000 Vv $828 


If I] I Jane’s 


Suimimer 


deductions, including 


and convention 


misce llane ous de 


expenses, 
had been ul < l as 


ductions on 


page three, her would have 


Thus, by 


expenses as possible on 


tax 


been $906.48 deducting as many 


ot her page one, 
Het pos 
would be 


used for a pleasant 


ax saving of $78.48 


vings tor five years 


yeal ot summet 


PLANNING FOR PRODUCTION 


“The 


MOT a 


National 


considerablk 


(,overnment has 


way in adopting 


programs which have some automatic 


stabilizing effects on the economy 


lhese tend 


programs automatically 


1 } 1 
to expand and to contract the level 


f total demand for eg xis and 


sery 


ices aqurime periods oT 


} } 
] aepression and 


inflation, respectively 
"The 


ture 


existing government expendi 


and tax system of the United 


states, other things being equal, 


tends automatically to produce sur 


pluses in prosperity and deficits in 


his 


penditures are 


depressions results because ex 


more constant than 


Both 


tax 


receipts in the short run 


te and individual income 


fluctuate 


receipts 


much more widely 


than government expenditures. Some 


s of excise taxes, particularly those 


on luxury commodities, 


he 


System 1s set up in 


likewise fluctu 
ite widely unemployment in 


surance such a 


11954 CCH 
* 181.415 


60 


Standard Federal Tax Reports 


January, 


expenses are also deductible 


York State 
thus 


These same 
on Jane’s New 


tax 


personal income 


returns, leading to another 


SaViInNg 
ro! Jane 


Teachers in the 


following states and ter 


ritories, which 


also have a personal 
tax,” can obtain the double tax 
\labama, Alaska, Arizona, Arkan 
California, Colorado, Delaware, District 
of Columbia, Hawaii, Idaho. In 
diana, Iowa, Kansas, Kentucky, Louisiana, 
Maryland, Massachusetts, Minnesota, Mis 
sissippi, Missouri, Montana, New Mexico, 
New York, North Carolina, North Dakota, 
Oklahoma Carolina, Utah, 


Vermont, Virginia and Wisconsin 
\ word of The 


carefully types of 


State 
Incomme¢ 


Saving 


sas 


(seorgia, 


Oregon, South 


caution revenue agents 


scrutinize all deductions 
and are quick to assert a deficiency against 
the taxpayer i 
able. 
ords 


necessary 


is avail 
warning that all 
should be saved for the 
(thre 
the 
legitimate, there 
the deductibility 
[The End] 


no proot ot expense 
Theretore, the 


and receipts 


period of time years) 1s 


worthy of repetition li records show 
that the expenses were 


will be 


ot such 


no difficulty about 


expenses 


urpli 
surpluses 


| automatically 


1 
accrue aencits 


prosperity and 


during depression when unemploy 


ment benefit payments increase 


“Government fiscal 


activity—taxing 


and spending—influences the levels 


of employment, output and _ prices 


By increasing the level of expendi 


tures in times of recession when tax 


revenues are not increasing of are 


falling, the government can exert an 
upward influence on the total volume 
of demand 


thus 


Furthermore, if deficits 


met bv borrowing 


trom the 


incurred are 
system, the recov 


banking 
1 


ery influence is magnified 


“That the should ad 
just spending and taxing activities so as 


to stimulate 


government 


recovery during periods 


ot recession and 


restrain excessive 


booms is recognized by many as 


From A 
Program for fk rpanding Jobs and Pr 
duction 


appropriate fiscal policy 
(Chamber 


the United States) 


ot Commerce ot 
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The Provisions of the Treaty 
Indicate That the Premium 


on Investment Has Been Removed 


Income Tax Convention 
with Australia 


By MITCHELL B. CARROLL, Attorney, New York City 


United States Sen: on July 9 
and consent to the 


Income, 


ave its advice 
m of the 


conventions 


and gift 

United 
Australia, 
1 at Washington 


signea 


estate 
concluded by the 

he Commonwealth of 
which had been 
ay 14, 1953. A 


for the 


precedent was estab 
first time a tax treaty 
state included a convention on 
supplement the estate tax 
negotiations 
London, 


\ustralian 


extending 
Washington 
(Government 
April, 1953, a 
S McGovern, 


Income ‘Tax, 


hington in 
by Mr. P 

Australian Commissioner of 
to meet with Mr. Eldon P. King, Director 
the International Tax Relations Division, 
Internal 


the 


Department ( 


elegi headed 


Revenue, and other 


Treasury 


and the 


onventions were completed and signed 


ome tax convention (Senate, Ex 


kKighty-third Congress, First Ses 


on) has been awaited impatiently by 


American corporations interested in ex 


panding existing plants or opening 


subsidiaries in Australia 
that if an 


new 
The 
American 
Australia, it 
Australian 
cent and, in 


brat che S or 


principal reason was 


corporation branch in 
there to the 
profits tax of 45 pet 


Australia 


had a 


would be subject 


addition, 
could, in 

ot 35 per cent on th« 
by the 


theory, impose a tax 


dividends distributed 
American corporation out ot profits 


realized in Australia 


If the 


sidiary in 


American corporation had a sub 
Australia, the subsidiary 
profits tax of 45 per 


then a dividend tax of 35 pet 


would 


first pay a cent and 
cent would 


be due on the distributed to the 


profits 


Income Tax Convention 


Ameri an parent <¢ 
! 


ing that the 


orporation Presuppos 
pays the profits 
cent and then distributes the 
balance of its*income to the 


subsidiary 
tax of 45 pet 


American part 
effective rate 


ent corporation, the is 45 per 


plus 35 per 


cent x J) pet 
19.27 per cent, whicl equals 64.27 per cent 
higher than the top 
normal and surtax rate of 52 per cent 
by the United which 
limits the credit for doreign taxes allowable 
Section 131 In other 


corporation would 


cent cent o1 


This is 12.27 per cent 


, borne 


States corporation, 


under Code words, 
the domestic have to 


in effect, a premium of 12 
the privilege ot 


27 per cent 
Australia. 
American corporations 
stock to the 
companies which they 
and it 


investing inl 
Moreover, certain 


had issued preferred formet 


owners Ol had ac 


quired, was considered desirable to 


have treaty regime which would not dis 


courage the issuance of shares to Australian 
minority stockholders 

In the tax 
and the 


concluded on 


agreement between 
United Kingdom which had been 
October 29, 1946, Australia 
had exempted from its dividend tax sl 


holders in a United 


Australia 


are 
Kingdom company, 
with a permanent establish 


Australia (Article VI (1)), 
which bene 
Australian 
company, except directors’ qualifying shares 
not exceeding 5 per cent of the paid-up 
capital (Article VI (2)) Other United 
Kingdom sharehotders would bear one 


(Article VI (3)) 


The United States had 


including one 


ment in and 


a United Kingdom Company 


ficially owned all the shares in an 


half 
the Australian rate 


incorporated in a 
number of tax conventions a clause reduc 


ing to 5 per cent the amount withheld from 


| 


dividends owned 


paid by a 95 per cent 


subsidiary in one country to the parent 
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corporation im the other (see, for example, 
United States-United Kingdom Convention 
of April 16, 1945, Article VI; United States 
Switzerland Convention of May 24, 1951, 


Article VI) 


he difference in factors existing between 
the United States and 
trasted those 
United Kingdom and 
with the effect that provisions 
the preceding would have on the 


pre ( luce d adhe rence 


Australia as con 
with between the 
Australia, together 
such as 
Australian 
to these pre 


operating 


revenue, 


cedents and resulted in the adoption of the 


generally applicable rate of 15 per 


found 


cent 
in the convention 


the Austrahan ne 


to distinguish 


gotiators did not wish 


between whether 


individual, 


mon stockholders 


investors, 


corporate or preterred or com 


Treatment of Dividends 


lhe provisions dividends in 
the Australia-United States convention are 
considered to be Australia 
paid by 
a United States corporation (for example, 
Australia), 
is not managed and controlled in 


concernimne 


Satistactory 


exempts trom its tax dividends 


one with a branch in 


which 
Australia 
to residents or corporations of the United 
States. Correspondingly, a dividend paid to 


an Australian resident by an Australian 
controlled in Aus 
from the United States 


regardless of the 


company managed and 


tralia is exempt 
tax, percentage of its 
United States 
therefore, be taxable 
Section 119 (; (2) (B) or 
subject to tax by 


Code 


rross income derived trom 


sources, which might, 
under Code 
withholding at source 


Section 143 (b). (Article VI.) 


under 


\s regards a United States corporation 
United 


from 


(or resident) which is hable tor the 


States tax on dividends received 
Australian 


trade or 


sources and is not engaged im 
through a 
Australia, the 
dividends shall 
cent ot the divi 
United States 


shall not 


exceed 15 per cent in the case of dividends 


business in Australia 


permanent establishment in 


rate of Australian tax on 


] 


Im no case exceed 15 pet 


dend Correspondingly, the 


withholding rate of 30 per cent 


paid by a United States 


corporation to 


an Australian resident who is liable for 


Australian tax thereon and is not engaged 
United States 
establishment in the 


VIT.) 


in trade or business in the 
through a permanent 


United States. (Article 


Thus, on dividends moving from a United 


States 


corporation to an Australian resi 
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dent, the bear the United 


surtaxes with a top 


corporation may 
States income and 
rate of 52 per cent and, also, the excess 
profits tax before withholding 15 per cent 
On dividends flowing 


company to a United 


from an Australian 
States investor, cor 
Australian 
and from. the 
balance (presupposing it is all distributed) 
15 per cent is withheld (15 per cent x 55 
per cent equals 8.25 per cent), making a 
total effective rate of 53.25 per cent 
ever, the Australian 
that the Australian 
a part oF its 


porate or otherwise, the 


com 


pany bears 45 per cent, 


How 
negotiators figured 
company will 


earnings for 


retain 
development 
purposes so that, assuming only one halt 
of the net income profits tax is 
distributed, the effective rate 

plus 15 per cent x 27.5 per cent, or 
per cent, which equals 49.125 per 
Hence, the negotiators feel they done 
better by United States investors in Aus 
tralia than the United States has done for 


after 
is 45 per cent 
4.125 
cent 
have 


any Australian who might invest in United 
States shares also consider that the 


reduction of the tax on dividends to 15 per 


They 


cent provides for more favorable treatment 
generally than does the corresponding pro 
vision of Australia’s tax convention with 
the United Kingdom (Senate Executive Re 
port No. 2, Eighty-third 


S« ssion, page 3) 


Congress, First 


Interest and Royalties 


Perhaps the biggest defect in the treaty 
is that, 
portant concessions to attract direct invest 


ments by 


although Australia has made im 


American corporations in permanent 


establishments and shares 


contains no provisions to attract 


investments im . 
the treaty 
loan capital or 


industrial 


patents or other torms of 


Although = the 
United Kingdom-United States Convention 


Was used 


“know how.” 
more or less as a model and it 
exempted at source patent as well as copy 
right (Article VIII), there is no 
provision in the United States-Australia 
Convention for exempting at source interest 
on all 


royalties 


forms of royalties 


indebtedness, or 
paid tor the use of patents, secret processes, 
formulas and the like Such 


subje ct 


income ( 
Australian 
tax rates on the basis of a declaration 


mains to the ordinary 


However, the exchange of 
tended to be encouraged by a provision 
for reciprocal exemption at source of copy 
right royalties motion picture 
film royalties) provided the resident of the 
other country 1s not 


culture is 


(excluding 


engaged in trade ot 


business in the exempting country througl 
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a permanent establishment 


in. (Article X.) 


situated there- 
Mining royalties and 
fully 


having 


real property rentals 
but to 


on 


are taxable at avoid 


source, 


a flat 
by 


to bear a tax at rate 
the 


may 


TOSS 
Income (as 1S 
the 
be taxed in the 
that 


busine Ss in 


required 
other country 
country ot 


Code), a 

elect to 
net 
engaged in 
country ot 
through a permanent establishment situated 


Article XI.) 


resident of 


source Ona 


basis, as if resident 


were 


trade or the source 


theren { 


Permanent Establishment Rule 


United States corporations, which might 
previously have 
pronts 


been subjected to tax on 
Aus 
instrumentality, 


taxable in respect 


trom sales through anyone in 
who acted 
the 
oft industrial 
i they 


\ustralia ( 


tralia 


under 


as an 


treaty will be 


and commercial profits only 
have a permanent 


Article III.) 


establishment” 


establishment in 
The term “pet 
manent is defined to include 
an agent who has, and habitually exercises, 
authority to and con 
clude contracts on behalf of the enterprise 
ot the 


on 


a general negotiate 


other country or regularly fills orders 

behalf 

or merchandise 
Phe 


include, 


its irom a local stock of goods 


term “permanent establishment” does 
for example, (1) the carrying 
resident of the United States of 
Australia through a 


agent or 


not 
on by a 
business dealings in 
bona-fide 
the 
and 
(2) 


commission broker 


act 


ing in ordimary 


course of his business 
the 


Inaintaining 


as such receiving customary com 


mission; a fixed place ot 


business exclusively the purchase ot 


tor 


goods or merchandise; and (3) having a sub 


or 


sidiary corporation which 
the other country, 


establishment ot 


is engaged in trace 
business in through 


a permanent otherwise 


On the 


will be 


contrary, an American enterprise 


regarded as having a permanent 


establishment in Australia only if it 


has 


there a branch, agency, management ot 


business, or 


oil 
property \ 


fixed place of a factory, work 


shop, mine, well, 


ottice, or agricultural 
or pastoral 
the 


installation of 


relatively 
the 
equipment or 


new 


item in treaty definition is “use o1 


substantial 
machinery by, under 


tor, o1 contract 


the 


intended 


with, 


an enterprise” of one of contracting 


countries This is to cover, for 


example, road or building construction jobs 


which may be of only 


but 


II, 


a short duration, 
involve Article 


(1) 


substantial equipment 
63.2 


Income Tax Convention 


Profits of a Permanent Establishment 
. 


If, for example, an American enterprise 
has a permanent establishment in Australia, 
there will be attributed to it the industrial 
or commercial profits which it might be ex 
pected to derive im that country if it 
an independent enterprise 


were 
the 
dealing at 
(Article 


engaged in 
and 
enterprise 


same o1 activities 


the 


similar 
arm’s length 


ITI (4).) 


with 


From gross profits so allocable, there will 
be allowed as deduction all expenses allow- 
able as a deduction by the country in which 
the permanent establishment is located and 
reasonably attributable thereto, 
a reasonable proportion of 


administrative 


including 
and 


(Article 


executive 
general 


ITT (3).) 


Each reserves the right to 
make estimate of tax liability in ac 
cordance with the principle of Article ITI] 
(5), if the available i 


quate to determine 


expenses 


government 
an 


information is inade 
the profits attributable 
to the permanent establishment 


Parent and Subsidiary 


As the principle inherent in Code Section 
45 is incorporated in Article 1V of the con 
vention to cover the allocation as between a 
corporation in 
the 
attributable 


parent country and a 


other, profits that should 
to the 
tax purposes 
able information is inadequate 
ties may 


one 
subsidiary in 


be 


so allocated for 


subsidiary may be 

If the avail 
, the authori 
estimate the basis for tax lability 
the test 


in accordance with 


(Article IV.) 


arm’s-length 


Shipping and Air Transportation 


Profits derived by a United States citizen 
or corporation (in either case not a resident 
ail 
the 
Aus 


exemption 


of Australia) from operating ships o1 
cratt under the 
United shall be exempt 
tralian (Article V.) This 


registered 
States 


laws of 
irom 
tax 


is reciprocal 


Hitherto, 
be en 


such companies have generally 
the net income 
presumed to equal 5 per cent of the receipts 
for embarking passengers or freight in Aus 
tralia. This 
Australia 


to sources 


taxable on basis of a 


basis resulted in 
not allocable 


Australia’s territorial limits 


generally 


taxing net income 


within 


Commercial Visitors 
The 


standard 


the 


exempting, 


treaty embodies more or less 


provisior for example, 


63 





a United resident individual on re- 


muneration 


States 


received, in respect of personal 
professional) services performed 
la (OF after the effective date 
if during the year 
per 
Australia for a 
period or periods not exceeding in the 
183 days; (b) if the 
rmed lo! ro oon beh; 


(Article IX.) 


yt exe mption 


convention), (a) 


income in which the services are 
formed, he is present in 


aggregate and services 


1 rt 
« ‘ 


} alf of a United 
earned 


siness visitor, 


resident of 
al exemption, 
plicable to the 


the 


Pensions, Teachers’ Remuneration, 
Charities, Etc. 


Articlh 


exemption, 
certain conditions, of religious, scientific, 


lucational or charitable organizations 


Relief from Double Taxation 
Where an American 


corporation derives income trom 


| } 
l there, credit 1S 


resident or 
\ustralia 


allowed 


citizen, 


which 1s 
the | 


the rates 


taxce 


nited States tax, imposed at 


prevailing under the Code, for 


Australia Thus, the U 


ontrol taxation of 


taxes paid in nited 


States retains full « ovel 
' 


its own Cci1tiz residents and 


ens, corporations 


is mace tor the 
Australia of a 


agaist its tax 


granting by 


he 
substantially similar cred 


Article XV.) 


Collection and Information Assistance 


Cone 


post d 


country may collect sucl 


other 


tax im 


by the as will insure that the 
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reduced rate of tax granted 
dividends (Article VII) 
(Article X) will not be enjoyed 
by persons not entitled to such benefit, for 
example, residents of third 


(Article X VI.) 


Information 


exemption of 
in respect of and 


royalties 


countries 


may be exchanged by the 


authorities which is 
out the 


tion or for the 


taxation necessary tor 


carrying provisions of the conven 


fraud, or, in 


prevention of 


fiscal evasion in regard 


wvered by the convention 


general, to prevent 


ti he taxes ct 


Provision is made against disclosure 
unauthorized 
and against disclosure of a1 


(Article XVIII.) 


persons of intormation 


r process 


Double Taxation Contrary to Convention 


lf a 


the taxation 


taxpayer shows that the action of 


authorities of o country has 


resulted, or is likely to result, in double 


taxation contrary to the provisions of the 
present the 


country ot 


convention, he may facts to 


the authorities of the which he 


a citizen, ¢ resident, or, 1! a corporation, 


was organized 


vhich it 
they 


f consideration, 


he country in 
deem the claim 


shoul 


with t 


authorities, 1f 


| endeavor 
} 
I 


an agreement ie authori 


a view ti 


avoidance ofl 


(Article XVII.) 


juest n 


The taxation authorities « | vo coun 


may communicate dit ! vitl eacl 


out the 


XIX.) 


ier for the purpose 


provisions of the convent 


Miscellaneous Provisions; Effective Date 


construed 


all not be 
manner 


The convention sh 


restricting in any any 
that allowed 


131, envisaged 


exemption, 


deduction, credit (such as 


Code Section 


XV) o1 


] f 
iaWS OT 


under 
Arti le 


by the 


} 
other allowance accor 


one of the countries in de 
termining the tax payable to that 
(Article XN (a).) It 
operation of the Australan 
film ontrolled 


mresidents 


country 


may not affect the 


law relating to 


abroad 


(Articl 
States Senate 


July 9, it 


and insur 


XX (b).) 


busine SS ¢ 


with ne 


As the 
convention on 
that similar 
bv the 
proclaimed 


ANCE 


United approved the 


may be expected 
will be taken promptly 
After 
convention becomes 
the United 


1953; and (b) in the 


(Continued on page 95) 
TAXES —The Tax Magazine 


action 
being 
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Australian Parliament 
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tive (a) in the case of 


tax, as of January 1, 





Elimination of Double 
Taxation Was a Prime Factor 


in Negotiating This Pact 


Gift Tax Convention 
with Australia 


By BURTON W. KANTER 
Member of the Illinois Bar; Teaching Associate, School of Law, Indiana University 


Bene rTAX CONVENTION | between 
the United States and Australia,’ ratified 
e United States Senate, July 9, 1953, is 
first concluded by the United 
States in an effort 10 overcome international 
louble taxation of FITLS In general, the 


principles underlying the treaty 


treaty 


provisions 

those established in the earlier 
tax treaties.” The paramount objec 
avoid 


prevention ol 


the gift tax 
double 


convention ar¢ 


ance oft and 


taxation 


fiscal evasion 


related 


1 
taxes, the 


In view of the closely 


nature ol 


Ame 


sing le 


ie federal gift and estate 
ican representatives proposed that a 
drafted covering 


convention be both gift 


and estate taxes. It was discovered, how 
that « 
estate tax 


vould 


constitution 


ever, onsolidation of the gift and 


conventions 1 one convention 
\ustralian 
deal 


taxation ONLY Phe 


violate a clause of the 


providing that tax laws 


with one subject of 


United States, 


theretore, has undertaken 


separate estate and gift tax ¢ 


onventions 
\ustralia 


The taxes subject to the gift tax convel 


with the Commonwealth of 


tion are the United 


and the 


States federal gift tax 


duties.’ The con 
vention does not apply to any gift or similar 


Australian gitt 


Convention 
Australia, S 
(1953) 

rhe United States has estate tax treaty ar 
rangements with Canada, Finland, France, Ire- 
land, Norway, Switzerland, the Union of South 
Africa and the United Kingdom. Treaties have 
also been drafted with Greece and Australia 

See Report of Committee on Foreign Rela 
tions on Double Taxation Conventions with 
Belgium and Australia, S. Exec te No. 2 
83d Cong., Ist Sess., p. 6 (July 2 : 


between the 
Exec. K, 83d 


United States and 
Cong Ist Sess 


Gift Tax Convention 


taxes imposed by the 
United States, the 


several states of the 
District of Columbia, o1 
United 
subdivisions of the 
Australia. Furthermore, 


for extending the cov 


the territories and 
states o1 


possessions of the 
the political 
Commonwealth of 
no provision is made 
erage of the treaty 
The source of jurisdictional conflict in the 
application ot gift taxes is the lack of uni 
formity in each country’s imposition of the 
tax on the basis of domicile or 


the case of the 


itus, and in 
United States, on the basis 
The United States taxes all 
American citizens and domi 


ot citizenship 
gifts made by 
ciliaries The tederal gift tax extends also 
tO gilts o1 property 
the United 


who Is a 


having a situs within 


States in the case of a donor 
Australia limits 
duties to the in 


domicile d ne 


nonresident alien.’ 
the Imposition of its gift 


Stance a donor 


\ustralia or, 

Australian 
located 
Australian citizenship has no 


ne Cast 


1 donor is not an 
domicihary, to the gift 

in Australia 
effect upon the application of the 
wealth gift duty 


property 


common 


It is 


base Ss 


manifest that gift taxation on these 
double 


States 


result in 
citizen of the United 


tralia, and making a gift of 


Way taxation \ 


living in Aus 


property would 


‘Art. I (1) 

Art. I (2) makes the convention applicable to 
any other tax of a substantially 
icter imposed by either the 
Australia after the date of 
convention 

Code Sec. 1000(a) and (b) 
plicable to all property, including real property 
located outside of the United States (Code 
Sec. 10000b) Regs. 108, Sec 86.4.) 

Code Sec. 1000(b) 


See footnote 3 


Similar char 
United States or 
Signature of the 


The tax is ap 





be subject to the gift duties of both countries 
regardless of the location of the property 
United 
Australia would be 
both the United States and Au 
stralia on a gift of property located in the 
United Double will - also 
ensuc American domiciliary makes 
a gift of property located in Australia. 

The treaty does not modify the rules of 
tax jurisdiction 


A person 
States but 


taxed by 


vho 1s not a citizen of the 
who lives in 


States taxation 


when an 


based on domicile, or on 
of the United States 


Nor is a uniform rule for the determination 


citizenship in the case 


of domicile adopted. Each country remains 


free to determine under its own laws whether 
was domiciled within its territory 


Thus, the gift of an individual 


aA de mor 


may be 
both 


a domiciliary 


subjected to tax in each country if 


donor as 
Code 
crediting foreign income taxes ™ 
" paid by 
and domiciliaries against 


countries claim the 


In contrast to the provision tor 
and foreign 
American 


federal 


eState taxes citizens 


income tax 
or estate tax lability, no provision is mad 
for crediting foreign gift against fed 
liability 


under the 


taxes 
Similarly, no credit 
Commonwealth Giit 
a very limited recipro 


eral git tax 
is granted 
Duty Act except on 
cal basis so that the credit is restricted in 
New Zea 
undertaken. to 
and 


effect to gift taxes imposed by 
land.’ Neither had 
relieve its citizens 


double 


oneclusion of the 
Since 


nation 
domiciliaries 


of international taxation of guts 


prior to the ¢ treaty ar 
rangement 


cable 


the convention is appli 


only to gifts made after the date of 


* Art. II (3) 


rhis is also true in case both countries claim 
the donor as a national since each country is 
free to determine the question of citizenship in 
accordance with its own law. (Art. II (3).) 

©" See Code Sec. 131 

'See Code Secs. 813(c) and 936(c) 

See footnote 3 

Art. IX (2) 


“The Australian tax is imposed upon each 
particular gift rather than upon the aggregate 
of gifts in a taxable year However, the rate 
for the Australian tax is determined by aggre 
gating all gifts made by the donor during a 
three-year period Thus, all gifts made by the 
donor to the same or other donees within 18 
months prior to and 18 months subsequent to 
the gift in question are taken into account in 
determining the rate. This procedure usually 
requires adjustment and reassessment of prior 
assessments. (See footnote 3.) 


On the other hand, to determine each year's 
federal gift tax, the tax is first computed at 
current rates on the aggregate amount of all 
gifts (after allowable deductions, credits and 
exemptions) up to the close of the year. Then 
an amount, similarly computed on the aggre 
gate amount of net gifts up to the beginning 
of the year, is deducted. (Code Sec. 1001.) 
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taking 

double taxation in cases 

made before that date 
The 


taxes oO! 


effect,” no afforded 


whie re 


relief is from 


gilts were 
between the gift 
both the United States and Au- 
tended to facilitate the drafting ot 
the gift tax convention. Both countries im 
pose gilt tax duties directly on the donot 
making the gift and not upon the donee 
or recipient of the gift. The rates of both 
gift taxes are graduated, although the Austral 
ian scheme of graduation differs somewhat 
from that employed by the United States “ 
Both the 
gitt tax 
to the 
gitt tax 


great similarity 


stralia 


federal gift tax and the Australian 
serve principally 
duties each 
primarily to 


avoidance of estate 


as complements 
eState tax impose, the 
serving prevent the 
taxes. In contrast, how 
ever, the federal gift tax is applicable only 
to gifts made by individuals,” 
commonwealth gift 


and 


whereas the 
applicable to 


duty is 
individuals 


The principle of situs taxation has 
been adopted in the convention 
tion is permitted to 
according to its 
jurisdiction.’ 


corporations.’ 
basi 
Fach na 
Impose its gilt tax 
existing 
Double taxation is then elimi 
nated by means of a credit device operating 
on the 
established in the 


princ ipl S ot tax 


basis of uniform rules of situs, 
treaty, for various kinds 
ot property De spite the levelled 
at the adoption of the situs principle in the 
eState tax treaties,” the 
of estate and gift 
that 


treaties 


criticism 


close relationship 


taxation makes it de 
sirable 


in the 


the same’ technique 
double 


employed 


eliminating taxation 


* Code Sec. 1000(a) However 
immaterial whether the gift is direct or in- 
direct (Code Sec. 1000(b)), a gift by a corpora 
tion is considered as an indirect gift by the 
corporate stockholders for the purpose of fed 
eral gift taxation 108, Sec. 86.2(1).) 

See footnote 3 

Art. V (1) 

* The tax paid to the country of situs is 
credited against the tax due the country of 
domicile ‘or citizenship in the case of the 
United States) (See text at footnote 33.) 

‘See Griswold The Canadian Death Tax 
Convention rAXES—The Tax Magazine, May 
1945, p. 402; Kassell, ‘‘Appraisal of Canada 
U. S. Treaty.'’ 80 Trusts and Estates 105 (1945) 
Gornick The Effect of the Canadian and 
British Death Tax Conventions Proceedings 
of New York University Fourth Annual Institute 
on Federal Taxation (1946), p. 145. Contra 
Carroll Foreign Trade Advantage in the Cana 
dian-American Convention,’’ TAxES—The Taz 
Magazine, February, 1945, p. 148: Richardson 

Estate Planning by Citizens of the United 
States of Canadian Investments Under the 
Canada-United States Succession Duty Conven- 
tion and the Laws of the Several Provinces,’ 
Proceedings of New York University Fourth 
Annual Institute on Federal Taxation (1946), p 
166 


Since it 1s 


(Regs 
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The great similarity between the 
gift taxes of both the United States 
and Australia tended to 

facilitate the drafting of the 

gift tax convention. 


ot decedents’ estate be adopted in the com 
plementing gift tax This 


and 


treaties insures 


a consistent allocation of gift estate 
two countries and 
nondiscriminatory incidence of both 


estate taxes on the 


tax liability between the 
a singular, 


gift and 


same individual 


In order to implement the treaty technique 
for eliminating double taxation, it has been 
necessary to detail specifically uniform rules 
of situs for the purpose of determining both 
the property to be subjected to tax on the 
situs and the amount of the credit 
allowed. The following are the rules 
of situs adopted in the convention 


basis or 
to be 


(1) Immovable 
curity 


other than se 


situated 


property, 


interests 


therein, 1s where 


the land is located.” 


(2) Tangible 


than 


movable 
interests 


other 
bank or 
forms of cur- 
recognized as legal tender are deemed 


property, 
therein, 
other 


security 


currency 


notes, and 


rency 


to be situated at the place where the prop- 


erty of 


currency 1s located. If in 


transit, 
® Art. IIL) (a) 
' Art. ITT) (b) 

This rule, in effect, constitutes an exemp- 
tion from tax imposed on the basis of situs in 
case the written evidence of intangible per- 
sonalty is treated as the property itself. The 
basis for applying the federal gift tax in the 
case of nonresident alien donors is, therefore, 
changed, although the result remains unchanged 
in instances where the residence of the debtor 
coincides with the physical location of the 
document evidencing the debt. (See Regs. 108, 
Sec. 86.18 (written evidence of intangible per- 
sonalty is treated as property within the 
United States if physically situated therein).) 

Art, III(1) (ce) 

‘Art. IITI(1) (d) 

This rule effects a change in the federal gift 
tax rule of taxing the written evidence of 
intangible personalty as property within the 
United States if the certificates are physically 
situated therein. (Regs. 108, Sec. 86.18.) 

The situs of stock in private corporations is 
not specifically defined in the treaty. Under the 
various estate tax conventions, corporate stock 
has been determined to be located at the coun 
try of incorporation. However, Australia would 
not abandon its rule for determining the situs 
of corporate stock. Under the Commonwealth 
Gift Duty Act, shares of corporate stock are 
regarded as located in Australia if transfer of 
title may be accomplished on a stock transfer 
register located in Australia (See report cited 
at footnote 3, at p. 5.) Thus, each of the coun- 


Gift Tax Convention 


the situs of the property or currency is the 
place of destination.” 


(3) Secured ort 
ing bonds 
vrovided 
and 


includ 
specifically 


de bts, 
bonds 


unsecured 
other than 
for, bills of 
non-negotiable promissory 
situated at the place of the 
dence.” If, however, the debtor at the time 
of the gift had an established business in 
the country in which the donor is domiciled 
and debts were 


negotiable 
notes, are 
debtor’s resi- 


exchange, 


incurred in carrying on the 
debts 


e 


will be deemed to be situated in that country.’ 


business of that establishment, those 


(4) Bonds, stocks, debentures and othe 


debts in the form of issued by 
any government, municipality or public au 
thority are deemed to be located at the 
place where the government, municipality 


or public authority is 


(5) Bank accounts are 
situated at the 
branch at 
located.” 


securities 


situated.” 


deemed to be 
bank of 
kept 1S 


place where the 


which the account ts 


(6) Moneys payable under an insurance 
policy or annuity contract are deemed to be 
situated where the insurance or 
contract provides that the money shall be 
payable. In case no provision is made, the 
situs of the property is either the debtor’s 
place of incorporation in the case of a 
company, or at the residence of the person 
by whom the moneys are payable.” 


annuity 


tries 
stock 

In the case of the United 
stock in a domestic corporation (created or 
organized in the United States) is subject to 
the federal gift tax as property within the 
United States irrespective of the physical loca- 
tion of the certificates (Code Sec. 1030(b); 
Regs. 108, Secs. 86.74 and 86.18.) A gift of 
stock is. also subject to the federal gift tax if 
the stock certificate is physically located in 
the United States. (Regs. 108, Sec. 86.18. See, 
also, Burnett v. Brooks, 3 uste * 1074, 288 U. S 
378 (1933), where it was held that the United 
States may constitutionally tax stock and bonds 
of foreign corporations if the certificates were 
physically present in the United States even 
though the owner were neither a citizen nor 
domiciliary of the United States.) 

> Art. III(1) (e). This accords with the pre 
sent United States treatment of gifts by non- 
resident aliens. (See Cornelia Harris, CCH Dec 
16,365, 10 TC 741 (1949), where it was held that 
money on deposit in American banks is not 
exempt from federal gift taxation as property 
without the United States on the theory that 
Sec. 863 (b) of the estate tax subchapter of the 
Code is to be read into the gift tax chapter 
The case was affirmed on this point in Harris 
v. Commissioner, 50-1 ustc § 10,746, 178 F. (2d) 
861 (CA-2), and reversed without discussion of 
the point in Harris v. Commissioner, 50-2 vust« 
§ 10,786, 340 U. S. 106.) 

2% Art. ITI(1) (f) 


applies its own situs rule for corporate 


States, a gift of 
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deemed to be situ 
the business is car 


extent ot the 


rademarks and designs are 
here they are registered 
anchises and rights 
ghted material, 


lo« ate d 


oO use any copyri 


rade mark or design are 


place where the 


rights arising there 


re exe 


reisable 


he situs of all property or 


mterests im property hot specifically pro 


vided for is to be determined by each country 


in accordance with its own law, in 


MmMposing the gi tax on the 


case 


ither hasis 


mm of gitts is eliminated in 


crediting the tax paid to the 

situs against the tax due 

he country of domicile (or citizenship in the 

| United States) Thus, in the 

domiciliary of of 

States, a credit 

allow i | nited States 
Australia on 


Australia 


their re 


ax imposed by 


property 
botl 


ce miputations 


respect ot situated In 


and included by countries in 
spective gilt tax 
Australia 
ommonwealth 


vho 
federal 


Conversely, 


vould allow a credit against the 


gift duty lability imposed 


Australia 


paid on the itt 


on a donor 


as domiciled in 
mr the ift tax 


property located wi thie | nited States 


Lhe credit 


the crediting 


may not exceed the tax ot 


country attributable to the 


property subjected to tax by both countries, 

Art. IIT(1} (g) 

Art. IIT(1) ¢h) 

Art. IITQ1) i) 

Art. TIII(1) ¢j) 

Art. IIIT(1) (k) 

Art. III(2) The result could be that both 
countries wouid tax a given transfer and neither 
would allow 
other 

Art. V@1) 

‘In determining the amount on which the tax 
is to be computed, deductions are permissible 
in accordance with the law of the country 
imposing the tax. (Arts. IV (1) and V (1).) 

The deductions, allowed in the 
citizen or domiciliary 
tax, are essentially 


case of a 
subject to the federal gift 
the same as those permitted 


68 January, 


a credit for the tax imposed by the 


1954 e 


nor the amout % the tax imposed by thie 


country of situs on property 


S| hus, the 


, 
Or the 


located theren 


credit is limited to the amount 
tax imposed by the country of situs 
Joe ated 
of the tax imposed bv the country 
cik attributable to the 


the othe 


on property therein or the amount 


of domi 


property located in 


ig nation, whichever is 


lower property subjected 


to tax in the c of situs but not sub 


jected to tax in the country of domicile, no 


credit will be allowed for the tax imposed 


by l trv of situs 


In ettect, there tore, 
double 


1s limited to cases where 


1 


id otherwise result ; 


Cases yhere bot} countt 


donot 


a tax oO! thie 


1¢ 


asa domiciliary and each 


mmposes a tax on the 


he donor's 


domicile 


basis ol t 


other iposes a similar tax on same 


basis of the donor’s nationality. 


giit on the 


1 spe ial 


credit arrangement 1s provided 
double tax | 
lows against the portion of its tax attributable 


to eliminate the 


ach countt al 


to property which 1s outside the 


territory of | } ontracting countries o1 


situated 


rritot th contracting countries, 


the same proportion 


} 
amount Of its tax so attributable ol 
amount of the other c« , 


tributable to that property, 


the lesser, as the first amount bears to t 
sum of both amounts 

For example, 
sidered a 


States and 


suppo a donor w: 
lary of both tl | 
Australia and part of his gift 
included property situated in E Botl 
would 
property 


suppose the l 


domi 


iwland 
countries IMmMpose their gift taxes 

entire constituting the gift. Fur 
ther, nited 
tributable to the property 
is $2,000, and the 
te the same 
credit is the 
$2,000 divided 


pro rata, as tollo Vs 


States tax at 
situated in England 
\ustralian tax attributable 
$3,000. The 


amount of the 


property is total 


lesser tax ot 


between the two countries 


under the federal income tax law 
Sec. 1004 (a) (2).) However, in the case of 
nonresident aliens, subject to the gift tax, there 
is no specific exemption allowed. In addition 
no marital deduction is allowed, and charitable 
religious and educational gifts are free from tax 
only 'f made to a domestic corporation organ 
ized and created in the United (Code 
Sec. 1004 (b) (2).) 

Art. V (2) cross credit" mechanism 
is an extremely complicated device and does 
not constitute a forthright solution of the prob- 
lem It would be more desirable to define a 
uniform rule for determining domicile and 
citizenship (See text at footnotes 8 and 9 
See, also. footnote 9.) 


(See Code 


States 


This 
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(1) credit against United States tax 


$2? 000 (United States tax) 


$5.000 (total) 


edit against Australian tax 


$3,000 (Australian tax) 


$5,000 (total) 


credits would be allowable in 


e the property mm question, m 


had a 


oft being situated in England, 


situs for taxation both 


countries 


roperly effectuate the credit 


las beer 


] 
arrangement, it | 


necessary to detet 


mine in the treaty the rate of tax to be 
applied by the 


to a 


country of situs in respect 


not 


who was a citizen 


domi 


donor who 


but 


gitt by a Was 


in that country 
domiciliary of 


No account 


Situated outside of t 


other contracting 


may be taken ot 
property he territors 
1 


ot he state 


order to 
‘| hus, 
rate Of ta» 


to that 


imposing the tax in 


impose a higher tax bracket rate 


the « nti has limited the 


imposed o1 e gift of a nonresident 


rate ipplicable in account only ot 


the property situated in taxing country 


} 
Phe 


restriction is, of course, determinative 


he appropriate rate of tax only in the 


a tax imposed on the basis of situs 


in the case of a tax imposed on 


basis of citizenship or domicile 


Provision is also made 


prorating the 
under the 


eral gift tax to Americ: citizens 


speciic exemptior allowes fed 


and 


domiciliaries.” United States is to 


t 


all Ww specihe 


exemption in 
cases OT 1¢1 iOonors Who are domi 


Under the 
$30,000 


not 
cillaries 


present fede 


exemption 1s who 


donor vi 


is a domiciliary citizen of the United 


States and no such corresponding exemp 


tion 1s permitted a donor who 1s a non 


resident alien is, the convention 


accords 


al ustraliar or domiciliary an ex 


emption trom. the deri mitt tax m 


CasSeS 


where ot exceed 


Art. V (2) (b) 

Art. IV (2) (b) 
* See Code Sec. 1004 (a 
Art. IV (2) (a) 
“In the case of a 
resident alien, in respect to property located in 
the taxing country, the country 
tax is to allow as an exemption an amount not 
less than an amount which bears the 
proportion to any specific exemption that would 
have been allowed under the laws of that 


gift tax imposed on a non 


Gift Tax Convention 


xX $2 OOO (lesser 


$2,000 (lesset1 


imposing the 


same 


tax) equals $800 


tax) equals $ 


$30,000 and provides an exemption in. re 


larger 


Phe 


application of 


spect of gifts On a tair proportionats 
does affect the 
the Australian gift 


Australia doc s not 


basis." provision not 


present 


tax duty since discrimi 


nate between domiciliaries and nonresidents 


with respect to the allowable @ift tax ex 


emption.* 


The treaty makes limited 


tor nis al 


very provision 


cooperation between — thie 


Phere 


assistance in the 


two 
afforded 


collection ot 


countries is no Opportunity 


for mutual 


taxes Failure to so 


provide is directly 


traceable to the reticence of the United 


States Senate to approve any tax treaty 


which the United States 
collect a due a 


arrangement under 


endeavors to tax foreign 


nation. Both 


ich imformation as 1s 


countries agree to exchange 


St necessary Or Cal 
rying out the provisions of the 


Information is 


convention." 


also to be exchanged in 


order tt and to 


fraud 


prevent administer 


Statutory provisions against avoidance ot 


which are the subject of the 


Phi 


he such as 


the taxes con 


vention.* information exchanged must 


be en ay ailable to 


would have 


the tax administrators 
gilt 


duty 


under the federal 
and the 


law of the 


tax law 


commonwealth git 
countries.“ All 
exchanged 


respective 


information that is must be 


treated as and no 


will 


trade 


secret 
red 


Secret or 


intormation may 


be exchar which disclose 


reveal or 
a trade process.” The ex 
change ot 
date 


data 


information 1s automatic but 


is specified for the transmission of 


: 
Further 


provision is made for collabora 
the 

countries mm < a 
that 


countries in imposing 


tion between 


both 


administrators of 
donor ot dones 
demonstrates one of the 


ulted, 


action ot 


gilt tax has re 


country if that person had been domiciled there 
in as the value of the property subjected to that 
tax bears to the value of the property which 
would been subjected to that tax if that 
person had been so domiciled. (Art. IV (2) (a).) 
See footnote 3 

? Art. VI (1) 
Article cited at 
* Article cited at 

* Art. VI (2) 

Art. VI (3) 


have 


preceding 
footnote 42 


footnote 





likely to 


to the 


| 1s double 


result, in taxation 
contrary 


The 


provisions of the 


convention 


individual is entitled to present the 


matter to the authorities ol 


compe tent 
domicile ot 


tax authorities find the 


either his State ol 
If the 


of consideration, 


citizenship 
matter worthy 
obligated to e! 
with the 


double tax involved.‘ 


they ar¢ 
deavor to 
other 


come to an 


the 


agreement 
state to avoid 
T he ( 


United 


ratified by the 
the 
Relations 
treaty cannot 
until] the date ratifications 
the United States 


mvention has been 


states Senate upon recom 


mendation of the Senate Foreign 
However, the 


effective 


Committe 
become 
are exchanged between 
and Australia.” The convention 
applicable to all gifts made after the date 
ot taking effect.” The convention 1s to 


force indefinitely 


will be 


remain in after this date.’ 
March 30 of 
1955, either nation may 
notice of termination. In 
convention 1s not to be effec 
respect to gifts made 
September in 


However, on ofr before 


any 
calendar 
the 


this case, the 


year alter 


wive other 
tive in 
thirtieth 


after the 


day of the 


year in 


which notice given.” 


theref« yore, that the 


Was 


It would appear, 
treaty may be terminated 
retroactivley in case notice is 
September 30 and December 31. 
on the date ratifications are 
convention 
period 


given between 
Depending 
exchanged, the 
be subject to a 


which its 


will 
during 
be suspended. 


minimum 
operation cannot 

The conclusion of a gift tax treaty with 
\ustralia presents a new horizon for the ex 
panding tax treaty programs. Despite the 
marginal nature of gift taxation in both the 
federal and Australian revenue systems, gift 
tax treaties promise to develop as an important 
movement. The tax the 
satisfactory relief to be 
afforded individuals subjected to international 
double taxation. More important, the gift 
tax treaty is an integral part of the income 
and estate tax treaty programs which have 
been undertaken by the United States to 
stimulate investment in foreign 
enterprise and foreign property holdings and 
to facilitate the freer movement of persons 
and capital among nations [The End] 


would 
measure of 


treaty seem 


most 


American 


AUSTRALIA’S MEDICAL CARE PROGRAM 


In 1944, 


tare 


Australia imposed a wel 
pound 
Under this program, 
care in all state sponsored 


tax on each earned by 


every citizen 


all ward 


hospitals was made available to every 


one without 


without 
to the person’s ability to 


cost and 


regard 
pay. Since 
then, costs of hospital care increased 
from about $1.25 a day in 1944 to $7 
1953 


hospitals in 


to $9 a day in Both public and 


private Australia 


have 


problems similar to hospitals in the 


United States in obtaining and keep 


ing adequate 


nursing staffs and other 


employees. They also have not been 


able to expand facilities as fast as 


the needs have 


arisen 


Sir Earle Page, Minister for Health, 


1 


proposed a program based 


upon a 
partnership of the 


the 


Commonwealt] 
Government, hospitals, the medi 
cal profession and voluntary nonprofit 


health The 


government would not be responsibl 


msurence organizations 


Art. VII 

* See report cited at footnote 3, 

*# Art. IX (2). Art. IX (1) of the treaty pro- 
vides that the convention shall be ratified and 
the instruments of ratification shall be ex- 
changed as soon as possible 


70 


at p. 7 


January, 


1954 e@ 


for the 
ance ofr tor 


administration of the 
providing medical care 
Support of preventive medicine through 
assistance in would be 


aid 


msul 


research 


with financial toward 


construction 


continued 
and improvement ot 
medical schools and hospitals 


Phe 


daily 


plan provides for a stipulated 
the 
toward the cost of providing hospital 


payment by government 


care. The government adds an addi 


tional amount for those enrolled in 


an approved nonprofit insurance plan 


The 


that are at 


benefits 
the total 
In general, the 


voluntary plans provide 


least equal to 


government payment 


voluntary benefits 


plan plus the 


government payments are usually suf 


hicient to cover 


the charges for ward 


accommodations. A similar method is 
used in medical care 

From the October, 1953 Council 
Vews, the news letter of the Research 


Council tor 


providing 


Economic Security 


” Art. IX (2) 
' Art. IX (3) 
% Article cited at preceding footnote 
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The Interests of Both Parties 
Can Be Served Best 
by Following These Suggestions 


Alimony Income and Deduction 
By CHARLES B. BAYLY, Jr., Tax Attorney, Columbia Broadcasting System, Inc. 


YINCE 1942, a 


separated 


wife divorced or legally 
b has been 


from her husband 


required to include 
income 


alimony in her taxable 
Section 22 (k) of the 


under 
( ode, while the 
to deduct such 
income under 


gross 


husband been 


has entitled 
alimony from his 


Section 23 (u) 


vYross 
s| hus, he can 
must pay the 


deduct alimony only if she 


tax on it these 


their 


Iwo reasons for 


statutory 
provisions are apparent legisla 


tive One 


irom 


history was tO give tax relief to 


husbands required to support their spouses 
In separate homes 
vent more 


tempts ot 


The other was to pre 
1942 at 
paying 
on alimony. Unfortunately, the 
Section 22 (k) upon 
deduction depends, 
that 


new 


litigation 
husbands 


over the pre 
to avoid a tax 
wording ot 
which the alimony 


while preventing those 


controversies were anticipated, has 
The result is that 


exercised in 


created many ones 


great care must be 


planning 
legal 
expectations 


the tax consequences Of a divorce or 
that the 


of the spouses will not be 


separation in order 


disappointe d 


Legislative History 
1942, a 


in avoiding 


Before husband Vas success! 


income tax on alimony only 


setting aside enough property in tru 


satisfy his obligatior 


otherwise to 


wife Payments therefrom 


were 
cludible in his gross income becaus« 

under the la 
divorces 
was still obligated 
her, then the 


from the 


not own the 
* the 


property If 


state where the 


P took place, 
however, lhe thereafter 


to support payments or mm 


come taxable t 


property were 
him 
they discharged his 
to her.’ Chis 


eyery case 


as being constructively received because 


continuing obligation 


rule made the decision ot 
alimony de 


pend upon the applicable state law 


involving taxation ot 


Douglas 1 
U.S. 1 


Willeuts, 36-1 wus1 


© 9002. 296 


Alimony 


and “marital 


Congress avoided this dependency 
State law in 


upon 
Sections 22 (k) and 23 (u) by 
like 


property 


not using words 


“alimony,” “support” 
rights,” all of which 
have interpretation 


the law of 


would required under 
State where the divorce o1 
legal separation occurred. Instead, Section 
22 (k) support payments in the 


wife’s gross income and excludes payments 


each 
includes 
in settlement of her marital property rights 


therefrom by 
legally 


taxing her, when 
separated,” on 


“divorced or 
“periodic 
received” thereafter 


payments 
“in discharge of 
found in the decree 
Or in a written instrument 
and imposed or 


a legal obligation,” 


“incident” theret« 
incurred by the 
“because of the marital o1 
ship” between the 
periodic 


husband 
relation 
spouses A part of any 
payment “fixed” for the support of 
minor children is not, however, taxable to 
her. In addition, payments attributable to 
property set this obliga 


to her, but are not to 
be included in his gross 


Under 
pre ted, 


family 


aside to discharge 


tion are also taxable 
mcome 


this wording 
husbands in 


as judi ially 
many 


inter 
untortu 
deduction 


cases 


nately have been 


denied a from 


gross imcome tor payments tor 


wives can be 


support, 


while subjected to income 


tax on marital property settlements. The 
interpreted to avoid 
undesirable results Phese 

appear as the statutory 


phrases just quoted are explained hereafter 


statute may, however, be 
both of 


conclusions will 


these 


Periodic Payments 


‘Periodic” payments, taxable to the wife, 


are defined in Section 22 (k) by 


a negative 


rovision, Payments discharging an obliga 


' 
tion the principal sum of which is “specified” 


“in terms of property” in the 


money O1 





in settlement of marital property rights pay 


Mr. Bayly, a member of the New York, 4}, 


under ten years, but subject to prior 


Connecticut and Ohio bars, is the termination upon her remarriage, would 
’ 


é be her income She can avoid a tax on 
author of the forthcoming book such payments only by having this condi 


entitled Tax Manual for Divorce and tion on their duration removed from the 
Separation (Newkirk Associates Inc.) ~Paration agreement 


Payments of limited duration in 
faction of marital property rights combined 
with support payments of indefinite duration 


likewise do not discharge “a principal sum 


decree or written imstrument are not “pe 
riodic” unless they may or are to last over ten 


an then only a maximum of 10 ae 
‘ d ; . ' ° specified. \ wile can avoid this 
t of the principal sum thus discharged 


; result by having payments for each purpose 
taxable to her in each year. Here, then, 
separated in the written agreement between 
he provision distinguishing marital prop , + 1 
At the parties or in the decree of divorce or ot 
settlements tha are not 
: separate maintenance 
ier payments tl! 


When payments are clearly “neriodic,” 


however, she must be prepared to pay the 
payments may 


The husband 


income tax on them. Because of the ta 
savings available to the husband 


alimony deduction and her obligation 
rt found ina “principal sum pay the tax on the amount that he 
specified Such a sum deduct from his gross mcome, she can ne 
ready stated in the decree Or in a written yotiate for a larger alimony sett] ment than 
instrument incident thereto or is capable of if the alimony deduction were not permitted 
computation therefrom, For example, pay should also negotiate for a provisiot 
ments of $500 per month for five ars for liquidated damages on delinquent pay 
esult in a “principal sum specified ments of alimony These damages would 
of $30,000, (J. B. Stemel.") On the be the amount of the increased income tax 
hand, uw payments are to Vary with that she will be required to pay ona lump 
husband's fluctuating income, uncertainty of sum payment of back alimony over het 
amount of the payments makes impossible tax liability on the alimony paid periodicalls 
computation of a “principal sum 


ia when due.’ She cannot spread a lump-sum 
specihe 


payment of such alimony back over the 
This second principle could have been ap vears when due to reduce the tax on it 
plied in a case where support payments under Section 107 of the Code Phat see 
a ee s were dependent upon the in tion covers compensation tor personal serv 
mne from a contract to perform over thie ices, gross income trom an art:stic work 
radio. However, because the payments were or invention, or back pay of an employee, 


' — } les , 
fixed in amount and were subject to re none of which fits back alimony 


luction only 1 | contract were reduced 
, 
' 


terminated, lax Court followed the 
other words, a condition Legal Obligation of Decree 
cting the amount of pay or Written Instrument 


prevent computation 


if 1” : Phe periodic payments, taxable to the 
pe cf 


vile and deductible from the husband's 
gross income, must discharge legal ob 
subject to even sooner ligation either imposed in the decree 

wite’s remarriage, un divorce o1 ari maintenance r¢ 
$ payments makes © sulting ‘ gal separation or incurred 


“a principal sum in a written instrument “incident” theret 
' 


nder this rule amounts lt the payments are trom property, the 


CCH Dee. 16.287. 10 TC 409 (1948) Edward Bartsch, CCH Dec. 18.896. 18 TC 65 

Roland Keith Young, CCH Der 16,363, 10 (1952), aff'd, per curiam, 53-1 stc § 9371, 
rC 724 (1948) F. (2d) 715 (CA-2) 

James M. Fidler, CCH Dee. 19,312(M), 11 Elsie B. Gale, CCH Dec 7,261, 13 TC 661 
TCM 1128 (1952) and CCH Dec. 19,906, 20 TC (1949), aff'd 51-2 wus1 © 9408, 191 F. (2d) 

No. 149 (1953) (CA-2) 


203 


79 


Baker v. Commissioner, 53-1 ustc © 9437. 205 
KF (2d) 369 (CA-2) Estate of Frank Charles 


Smith, 53-2 ust © 9616 (CA-3) 
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property must be transferred in discharge 


ot this obligation, except in the case Ol 


trusts.” 


alimony 
want to 


Husbands do not usually 


have thei 


obligation to pay ali 


mony set forth in the decree, 


noncompliance 


with which will make them subject to the 


remedies for contempt of court.” Conse 


quently, the bligation will more ofte1 


appear in a written instrument, usually 
before the 


legal separation But 


separation 


agreement executed 


divorce ort such an 


instrument 


must be “incident” thereto for 


alimony deduction to be allowed 


or requ 


incide m re divorce 


expressed 


a dive 


mamtenance are 


tion 23 (u) of the ¢ 


Such limitation on alimony deductions 


rrobably ension that un 


t} 
tlie 


action 
reements mught be 


(Italics supplied.) 


ent only if 


effective oniy 


alimor trusts 
es. 22(k) and 23(u) 
Doudgla Willceuts 
COMMSSIONET 
(2d) 81 CA 
7-2 CB 32 (1947 


Floyd 


Alimony 


and not to deny 


lhe courts of appeals have shown dis 


satisfaction with this rule,“ as indicated in 


Lerner v. Commissioner,” at page 298 


“The 


divorce’ 


term ‘written instrument incident to 
was designed, we 

proot of the 
obligation when divorce has 


think, only 


oO insure 


ot the 


adequate existence 


vccurred, 
relief to the husband when 


merely legal formalities 


have not been 


rendered their full due 


So where the pay 


ments obviously take the 


place of alimony 


and otherwise Satisiy the 


stringent require 
ments of I. R. C. §22 (k), 
formally into the 
effect under the statute 
merely because there 1s no ¢ that 


settle 


although not 


incorporated decree, they 


rt be denied 


ile nce 
divorce and ment 


were it contem 


} 


poraneously planiued and carried out 


Che Vax Court, however, even after this 


decision stil makes the question one ot tact 
vhether a separation agreement executed 


before legal 


divorce o1 separation 1s 


“incider 


No reason 


agreement 


exist why any 
before 
which the 


separatiol 


executed divorces Or legal 


husband makes 
vile thereafter, should 


thereto Perhaps the 


not conten plate divorce or legal 


cir agreement Was exe 


reatter they 


instrument under which 


| 
| 


be pat “incident” to 


CTT 

(2d) 

1010 

it pre footnote 

Florence B CCH Dec. 19,190 
1020 (1952) 

Frederick 
980 (1947) 


Dauwalter, CC Dec. 16.041 
Benjamin B "CH Dec 
CC 955 (1948), aff'd 49-2 us1 © 9369 
3) Viriam Cooper Walsh 

1093 (1948), aff'd 


{CA of D. ( ) 





ment that is “incident” to a divorce ot1 


legal separation does the 


husband get the 
Judicial development 
only 


alimony deduction.” 


of this rule is the way in which Sec 


tions 22 (k) and 23 (u) can be made to 
accomplish their intended purpose in these 


cases 


Lhe wife should cooperate 


instrument 


in making the 
which she is to 
“incident” to the divorce 
or legal separation to avoid uncertainty and 
even litigation over the 


vritten under 


receive alimony 


question of who is 
Section 22 (k) was 


husband’s benefit. Althoug! 
interpretation does not 


on the alimony 


enacted for the 


taxable 


its present 


ple tely 


com 
carry out this purpose, its judicial 
development may in time permit an alimony 
deduction in all cases where the husband 
supports the wife after their divorce or legal 


separation 


Obligation Imposed 
Because of Marital Relationship 


Section 22(k) contemplates that the hus 


band can pay the 
than the 


wife for reasons other 
marital ot 


them 


family relationship 


between periodic 


Thus, payments 


for her property or to repay a loan from her 
are not her income and are not deductible 
income.” Che 
these 
contract that could have been made between 


any persons not related by The 
that 
“because of 
the marital or family relationship” 


lhis 


trom his obligation dis 


charged by payments arises out of a 


marriage 


statute instead covers only payments 


discharge an obligation arising 


between 
the parties 
limited to support 
based upon the property 
rights All this 
second obligation usually discharge a “prin 
cipal 


obligation is generally 


and property-sharing 
wife’s marital 
payments in discharge of 


SuTT 


specified” in less than ten 


vears and, 


hence, are not her 
deductible 


Kross mMcoine 


income and 


are not from the husband’s 
At first, the 
marital or 


preted, 


“because ot the 
family relationship,” as inter 
limited to that of support 
payments discharging a settlement 
of marital property rights are not the 


obligation 


was 
Periodic 
wife’s 
‘* Mahana 1 U. 8., 50-1 ust 
Supp. 285 (ct 


* 9164, 88 F 
Cls.), cert. den. 339 U. S. 978 
Helen Scott Fairbanks, CCH Dec. 17,781, 15 
rC 62 (1950), aff'd 51-2 wste © 9447, 191 F. (2d) 
680 (CA-9), cert. den. 343 U. S. 915: Dorothy 
Briggs Smith, CCH Dee 18.176, 16 TC 639 
(1951), aff'd 52-1 wste © 9104, 192 F. (2d) 841 
(CA-1) 

" Frank J. 
992 (1948); 
18,930(M), 11 


DuBane, CCH Dec 
Alfons B Landa, 
TCM 420 (1952) 


16.411, 10 TC 
CCH Dec 
remanding, 53-1 


74 January, 


1794 68 


and are not deductible 


husband’s 


income irom the 


Although this 
law, periodic payments in 
marital property rights have 
to discharge an obliga- 
which is “because of the 
marital or family relationship,” 


gross 
still the 

settlement of 
held 


tion ot 


income. 
1 
ruie 18 


been actually 
support, 
since labels 


\ il] be disrevarde d - 


Written 


divorce OI 


instruments after the 
been held 
ot to impose an obligation “because of the 
marital or family relationship.” 
that the 


dts harge the 


executed 
legal separation have 
' 

The rea 
wstrument must 
support to be 
marital or family 
prior 


soning 1S written 
obligation to 
“because of the 


ship.” If the 
discharged the 


relation 
divorce has already 
duty to support 


the wite, then an agreement thereatter exe 


husband’s 


cuted cannot discharge this obligation. 


This interpretation defeats Congressional 
intent The statute was enacted to make 
taxable f 


variance in the 


the wife on alimony “regardless of 
laws of different states con 
cerning the existence and continuance of an 
obligation to pay 


plied) * 


alimony” (italics sup 
that 


legal 


and, therefore, 
the pertodic payments 
obligation in the 


only 
discharge the 


decree of 


requires 


divorce or oft 
separate maintenance or in a written instru 
ment \ written agreement providing for 
payments after the 
need not dis 
the obligation of support. It is still 


marital o1 


support executed 


separation 


and 
divorce oO! legal 
charge 
executed “because of the family 


relationship” between the and for 


partie Ss 
no other reason 


If the 
he divorce or 


written agreement executed 
legal separation 


that 1s 


alter 


¢ 


modifies a 


prior 


agreement “because of the 


marital or family 


corporate d 
court, then 


the marital or 


relationship” or is in- 
into a subsequent decree of the 
such agreement is “because of 

l lati hip.” ** De 
family relationship € 
velopment of this rule is the only way in 
which the purpose ot 


carried out in these cases 


Here, 


cooperate in executing a separation agree 


Congress can be 


again, it is to the wife’s interest to 


ment that imposes an obligation upon the 


husband “because of the marital or family 
ST "9280 (CA of D. C.), 
Dec. 19,712(M), 12 TCM 597 (1953) 
” Thomas E. Hoga, CCH Dec 
361 (1949): Floyd H 
16 TC 623 (1951) 
Julia Nathan, CCH Dee 
(1953) 
See cases cited at footnote 17 
H. R. Rep. No. 2333, 77th Cong., 2d Sess 
July 14, 1942 
‘See cases cited at footnote 18 


on remand, CCH 


17,194, 13 TC 
Brown, CCH Dec. 18,174, 


19,469, 19 TC 865 
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relationship” between the parties and to 


negotiate for increased alimony on the sup 
position that the husband 


obtain tax 
savings by the alimony deduction 


will 


Payments for Support of Minor Children 


If the terms of the decree or 
instrument “fix” a 
payments “tor the 


dre — the wife 


written 
part of the 
support ot 


periodic 
minor chil 
is not taxable on such part 
and the husband cannot deduct it from his 
income \ $500 
per month for child is not so 
“fixed,” but a 
month tor the 
A periodic payment of $500 per month for 
wife and child, to be reduced to $200 per 
month for the child alone if the 
held to be the wife’s 
$300 per 


gross payment to her of 


herself and 


» 


of $200 per 


alone is so “fixed.” 


payment to her 
child 


wite 
, 

remarries, has been 
income only im the 


month 


amount of 
before her remarriage.™ Phe 
balance of $200 is “fixed” for the 
of the child from the 
pretation 
the desire of the 


even 
support 
start. Such an inter 


appears in many cases to defeat 


spouses. Consequently, 


child’s 


requires an even 


to “fix” payments for the 
only tf the wife 


definite 


support 
remarrtes 
more intention than 


spouses have been able to accomplish thus far 


expression of 


When no part of a total periodic payment 


is “fixed” for the child’s support, the wife 
amounts theretrom that she 
actually uses for such support to determine 
whether she one halt 


therefore 


can count any 


has contributed over 
of such child’s support and is 
entitled to the $600 credit 
income for such a 
other hand, the 
part of a 
whether he has 


against her net 


dependent On the 


husband cannot count any 


periodic determine 


halt 


payment to 


contributed over one 


of the child’s support to take the $600 credit 
for the child, “fixed” 
for such support.” By means of adjusting 
parts of the periodic payments for the 
support of a minor child, spouses can control 
will be entitled to the credit against 
net income for such child as a “dependent.” 


unless such part is 


W ho 


If there are several minor children, credits 
for their support can be divided 
the spouses if a part of each periodic pay 
‘fixed” for the support of 
children for whom the 
tends to take the 
can take the 
children 


between 


ment 1s only 
husband in 
Chen the 
credits for the 
upon the balance of the 
alimony that is not “fixed” for their support 
and is therefore 


those 
credits wile 
remaining 


based 


taxable to her.” 


children 
so planned that each spouse, after 


Provisions for custody of minor 
can be 
the divorce or legal separation, may get the 
benefit of the reduced income tax rates as 
a “head of a household” maintaining as his 
home the principal place of abode for their 
other dependents. <A_ child 
qualifies either parent for this status if he 
lives in such parent’s home one half 
if the taxable year, even though the 
take a credit tor the 


dependent.” rhis point 


children or 


over 
parent 
cannot child as a 
should be remem 
bered in where the custody of 


cases one 


child periodically shifts between parents 


Conclusion 


Although the wording and 
of Section 22 (k) may 
tations of both spouses on their divorce or 


interpretation 
upset the tax expec 


legal separation, by careful use of its pro 


visions the maximum tax benefits for each 


achieved [The End] 


can be 


THE USE OF POWERS IN ESTATE PLANNING— 


Continued from page 31 


the will cannot be located or may be con 


tested and it can be seen that considerable 
time may elapse before the property can be 
distributed in accordance with the exercise 


these cases, when the exercise 


In all of 


is by the will of the donee, it 1s too late 


to correct the mistake when the will is 


admitted to probate and the trustee asked 


accordance with its 


mind, 


to distribute in terms 


Having this in draftsmen of wills 


> Robert W 
413 (1946) 
177 F 

* See cases 
Charles B 
7OO (1953) 


Budd, CCH Dec. 15,295, 7 TC 
aff'd, per curiam, 47-2 uste © 9302, 
(2d) 198 (CCA-6) 

cited at preceding 
Hicks, CCH Dec 


footnote and 
19,752(M), 12 TCM 


Alimony 


and trusts creating powers might well con 
sider, in lieu of a exercise, 
the exercise of the power by a lifetime 
instrument delivered to the trustee by the 
donee. Such a requirement would normally 


testamentary 


result in a critical appraisal of the instru 
ment while the donee is living 
and tend to eliminate some of the mistakes 


of exercise 


and problems that arise where the exercise 
is by a will which is not disclosed until 


after the death of the donee [The End] 


' Code Sec. 25(b)(3) 
*Cf. Ollie J. Kotlowski 
rC 533 (1948) 
2% Code Sec. 12(c) 
” Regs. 118, Sec 


CCH Dec. 16,312. 10 


39 12-4(b)(2) and 
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New York Trust Company v. Eisner 
By ROBERT S. HOLZMAN 


Professor of Taxation, New York University Graduate School of Business Administration 


OU Hi! N I am grown to man’s ‘ power to tax legacies, but it 1 that this 
| «} 


all be very proud and gre: tax 1S cast upon a transfer while it is being 


And tell t other girls and boys effectuated by the State itself and therefore 
-3 iS an intrusion upon its processes, whereas 


a legacy tax is not imposed until the proce 
is complete 
“Knowlton v. Moore 
with a legacy tax But tl ax was met 
with the same objection: that it usurped o1 
interfered with the ex ate powers, 
and the answer to tl objection was based 
upon general considerations and treated the 
pe to transmit t transmission of 
receipt of proper v death’ as all standing 
m the same footing ! r the elabo 
discussion that j 1 received in 
ase we think it v to dwell 
upon matter F in \ disposed 
ot there . l l al ) the 
irgument tl 
void for 
cued that 
of receiving, 
may be avoided, 
evitable and thet 
also is dispose: 
attempt 
which 
on al 
traditional use 
cal ground tl 


been regarde: 


Robert is Stevenson, A Child’s Garden 
Verses (Nev York Charles Scribner's Sons Ww 
1888), p. 16 

Book of Daniel, 1 20) 


is a temporary tax upon 
help finance the Spanish-American War 
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legatees \s to the 
will they 
contemplated by the 
tl and the 


tiie law 
that he 


affect inequalities in 
must be taken to be 
testatol He 
consequences ot the dis 


makes As to 


ssors. the tax 1S not 


case Of a 
knows 
position 


intestate 


succe imposed upon 
that 


sums 


and the tact 


different 


them but them 


the y 


precedes 
may receive ess. or 


because of the statute d not 


the United States 


concern 


There remains only the construction of 


The argument against its const 
based 


t] 


upon a premise that is 


contention of plain 


this point For if the 


estate betor listril 


tax attaches to the ution 


a tax on transmit, orf 


beginning, ob 

whole estate ex 

statute sets a limit 

{ 


rains as pointed out 


uurt below I only charges that 


affect the estate 


and theretore 


do not include t ) 1 i rt 


indi 
beneficiar asSOning Cx 
rk succession 


States, whuicl 

N« \\ 
amount Ne 
taxation 


United 


gome 

E’states ‘ and G 

Ronald Press Company 
Reuber 

suran Unde the 


Har wR el Marc} 


Oppe nheimer 


New York Trust Company v. Eisner 


New York 
must be held to 
If the act interferes with 


decision of this 


Trust Co. v 
be constitutional 


court in 
k:isner 
the exercise by the state of its full powers 
of taxation or has the effect of removing prop 
erty from its reach which otherwise would 
be within it, 
affords no 


which 
The 


made in 


that 1s a contingency 
judicial reliet 
United States 


Constitution 


ground toy 
act is a law of the 
pursuance ‘of the 


fore, the 


and, there 
land, the 


States te the 


supreme law of the con 


Stitution oO! 


laws ot the 


notwithstanding 


York 


otherwise 


contrary 


\ New 


except as 


state law provided that, 

directed by will, the 
death should be 
spread proportionately among the benefici 
aries. In holding this to be valid, Mr. Jus 
tice Murphy declared: “In the Act of 1916 


Congress turned from the previous century’s 


burden of federal taxes 


inheritance tax upon the receipt of property 


by survivors to an estate tax upon 


the transmission of a statutory ‘net estate’ 
by a decedent Its legislative history 


indicates clearly that Congress did not con 


that the Government would be in 


distribution of the 


template 


terested in. the estate 


after the tax was paid, and that Congress 


that state law determine 


Not 


1Th¢ ide nee 


intended should 
ultimate thri of the tax 
that the ultimate 
ate tax is governed by state 
] 


requirement of geographica 


as passed 
} 
a cied inte State, and his 


yperation of law 


Randolph EF. Paul, Federal Estate 
Taration (Boston, Little, Brown and Compar 
Vol. 1, p 
da % 1 


and Gift 





cases, in which the general principles which 
must control the decision in this case, have 
been considered York Trust Co 
In Missouri, 
to a part of her 
included in her taxable estate 
“Whatever verbal quibbles and controversies 
may be 


ee Nex 
v. kisner ~e 
right 


was 


a woman's 
dower 


tate 


husband’s es 


indulged in, a more plain case ot 


transfer by death cannot well be imagined, 
consider the freehold estate for life 
in the husband which is the essential founda 
tion for and the freehold 


life thereatte in the widow 


when we 


dowet estate tor 
which is the 
estate of common law dower.” 


The exemption of has 


tax-exempt bonds 
Thus the federal estate tax 
applicable to a bequest ol 
bonds, Mr 
“That the Federal Gov 


to tax the 


its limitations 
held to he 


tax-exempt 


Was 
municipal Justice 
Brandeis declaring 
ernment has power 
ot the net 


settled by 


transite! 
assets of a decedent’s estate 
Vew York Trust Co. v. Etsner 

The transfer upon death is taxable, 
whatsoever the 


Was 


character of the property 
transferred and to whomsoever the 


is made 


transter 
It follows that in determining the 


amount ot decedent’s net 


estate municipal 


bonds were properly included.” 


Te! tederal estate tax is a deduction i 
arriving at the 


taxable estate for the pur 


poses of this tax The Commissioner 
to offer a formula that would 
elimination of the tax deduction 
In holding for the taxpayer, Mr. Justice 


Holmes said: “The Government's argument 


sought pro 


vide for 


turns largely upon the consideration that a 


only what ts left 
ment of paramount claims. But this is not 
a tax upon a residue, it is a tax 
transter ot his net 


residue is after the pay 


upon a 
estate by a decedent, a 
distinction 


upon 


commented 
It comes into existerice 
before and is independent of the receipt ot 
the property by the legates It thus 
manifestly 


previously 
at length 


assumes that the net estate will 


be ascertained before the tax is computed.” ™ 

The federal estate tax is a deduction upon 
Quoth Mr 
Act of 1916 
and particularly 
tax’ 


the estate’s income tax return 
Justice Van “The 
calls the estate tax a ‘tax’ 


Devanter 


denominates it an 


‘estate This court 


” Nyberg wv, I S 1 ustc 318 
(1928) 

my] S 7 
(CCA-8, 1929) 

2 (Greiner 1 
384 (1922) 

“™ Edwards v. Slocum, 1 uste ¢ 90, 264 U. S 
61 (1924) As to the government's preferred 
formula for the solution of problems raised b; 
two mutually dependent indeterminates, Cir- 


66 Ct. Cls. 153 


Waite, 1 ustc § 405, 33 F 


(2d) 567 


Lewellyn, 1 ustc 959, 258 U. S 


78 January, 1954 °@ 


recently has recognized that it is a duty 
or excise and is imposed in the exertion of 
the taxing power of the United 
New York Trust Co. v. Eisner 
The taxable 
transfer in 
with both 
ficial interest in the 
of the creation of the 


Stone explained that “In 


States 


” 14 


estate did not include a 


trust, where the donor parted 
entire 
property at the time 
trust. Mr. Justice 


its plan and scope 


possession and his bene 


the tax is one imposed on transfers at death 

and is measured by the value-at 
interest which is 
Trust Co. 2 
give his 


leath 
of the 


N. J 
freely 


transferred 
Eisner One may 
another by 


gift without subjecting himself or 


property to 
absolute 
his estate to a tax, but we are 
that this statute means 
make a gift iter equally 
and complete, without subjecting it to a 
tax if the gift takes the form of a lite estate 
with remainder over 
after the donor’s death.” ™ 


asked to say 
that he may not 


WIVOS, absolute 


in one to another o1 


Similar 
trust had 
grantor 


was afforded where a 


created, 


treatment 
which the 
alter (with 
provisions 
that referred only to payment and distribu 
tion. The trust assets could not be included 
in the grantor’s estate, which 


under 
reserved the right to 
the trustee’s 


been 


consent) certain 


‘is expressly 
limited to the extent of the interest therein 
of the decedent at the time of his death 
In other words, if there is no prop 
beneficial interest 
ing from decedent at 
no tax under this act To hold that 
Congress intended under the guise 
of a tax on the transfer of property at death 


erty or in property pass 


death, there can be 


to impose a tax solely on a limited power 
of alteration of a trust, 
ot appointment 


or a limited power 
under it, would be con 
trary, not only to the spirit of the act, but 
the express terms of section 301 spies 


p YPERTY passing under a general power 


may be 
but not 
power 


included in the estate of a decedent 
property under a special 
“(T]he tax is imposed on what is 
transferred from decedent as a result of his 
death (New York Trust Co. v. Eztsner 

); and it logically follows that, wher 
(Continued on page 83) 


passing 


cuit Judge Hough declared 
Algebraic formulae are not 
puted to legislators.’’ 
ustc § 72, 287 F. 651 
14 [/ S v 
632 (1921). 
1S Reinecke wv. Northern Trust 
ustc § 347, 278 U. S. 339 (1929) 
% White v. Erskine, 47 F. 
1931) 


disapprovingly 
lightly to be im- 
Edwards v. Slocum, 1 
(CCA-2, 1923) 
Woodward, 1 ustc 950, 256 U. S 


Company, 1 


(2d) 1014 (CCA-1, 


TAXES —The Tax Magazine 





Books 


Democratic Problem 


The Uneasy Case 
Walter J 


University of Chicago 


for Progressive Taxation. 
Kalven, Jr 
5750 Ellis 


107 pages $2.50 


Blum and Harry 


Press, 


[lings 


Avenue, Chicago 37, 


Reviewing and criticizing existing 


a thankless task 


who casts doubts upon well-learned lessons 


insti 
tutions is frequently One 


is more apt to meet with anger than with 


praise, and, depending upon rather unimpor 
tant circumstances, is likely to be branded 
reactionary. Yet intelli 
skepticism is indispensable if we are 
to discovet the 


correct for the 


as a radical or a 
gent 
errors otf the and 
more 


institution of 


past 
Per haps the 
a particular 


future 


widely accepted 


theory is, the more necessary it is to keep 


it under surveillance: 


because the 
accepted it is, the 


moré 
widely difficult it 
will be to change it when and if that seems 


de sirable 


No One Call 
ot the 


more 


dispute that the institution 


Progressive 


income tax is widely 


accepted, or that it would be 


difficult 


extremely 
direct fashion 
It is part of the lore of every college sopho 
that the 


almost as sacred 


to modify it in any 
more progressive 
as the 
many 
quite the 
popular and an 
1915 did the 


tutional 


income tax 1S 
And vet 
that the 
both a 
intellectual level; not until 
Supreme Court put the consti 
finally to rest. (Brushaber 7 
Union Pacific Ratlroad Company. 1 ustc § 4, 
240 U.S. 1 (1916).) 


But the opinion 


about ready to swing in the 


Constitution 


it Was not too years 


avo 


attitude was reverse, at 


iSsu¢ 


pendulum of may be 


opposite direc 

tion; proposals for constitutional limitations 
on progression and for a national sales tax 
are about the land. And now the authors 
of The Uneasy Case for Progressive Taxation 
have come forward with an almost startling 
examination of the theories generally thought 
to underlie a progressive income tax 


Books 


Of 
interest 
to the Tax Man 


The 


University of 


authors, professors of law at the 


Chicago, their dis 


with 


precede 
cussion of the merits of 
a discussion of the intel 
lectual and _ political inst 


tution. The last is especially revealing since 


progre ssion 
constitutional, 
history of the 


we learn that progression was accepted at 
the popular before the 
turned in 

political 
however, for we 


level many 
intellectual 


its tavor The 


years 
balance of discussion 
discussion of the 
development is incomplete, 
are told nothing 
the political 


ol progression 1S 


history of 
whereby the amount 
determined. A study of 
this sort might indeed reveal some new 


regarding the 


process 


and 
relevant a dis 


cussion of the merits of progression as such 


factors to be considered in 


This is especially true 
make it that the 
some progression or 


some 


since the authors 


clear real issue is not 
but, rather, how 
much results trom a 
proportional tax on top of a flat exemption. 


This iS SO 


none, 
progression 
since as 


income increases, the 


exempted percentage becomes 


smaller 


increasingly 
Thus, with a $5,000 exemption an 
individual with a gross income of $15,000 
pays a flat percentage on two thirds of his 
income, whereas an individual with an in 
come of $25,000 pays the same percentage 
on tour fifths ot his Pro 
gression, as we know it, however, implies 
graduated 


The 


gression begins with the 


gross mcome 


marginal rates 
discussion of the merits of pro 
almost prima faci 
The 
income tax 


arguments against it first is the vast 
complication of the 


resulting 


structure 
from 
der this is the 
resulting 


progression. Subsumed un 
whole 


attempts to 


array of! proble ms 


trom 


split taxable 


widely as possible 
bers of a single family 
than the entity 
the problem of 
the entity 
of timing 
gression 


mcome as among mem 
More crucial even 
that of 


bunched 


Issue 158 timing, ofr 

Unlike 
problems 
without 


mcome 
issue, however, 


would 


some 
remain even pro 


rates, begin- 


79 


The change in tax 





ratio oft possible loss to 
ne to one. But, after the 
application progressive tax rates, he 


stands to gain only $30,000 on the venture. 


, r os | S . } odds 
plausible detenses rt ‘ ast 360,000 he id 
namely. that then two to (‘This is, of course, hold 


| ons sk he 1 self 
over a iod of time and ing constal! ie risk of the venture itsel 


untair to buncl | total amount which not be effected by he tax 


of realization. tl semtaaae €2 structure Here then is an unqualified evil, 


her brace han ‘ ast in the context of a private invest 


ment, tree enterprise economy 


One of the positive arguments trequentl) 


heard in tavor ot progression 1s that 


an aid to economic stability hus, 

said, the total amount ot funds which the 
government is taking from the economy 
will vary with the level of economic ac 
tivity And so it does; as the economy is 


addition atter t: oe ; inflated. relatively more expendable funds 


l 
becomes pros 


are removed: and, as it contracts, relatively 
+] 


en less funds are removed There are, how 
ever, several things wrong with this analy 
SIs Inherent th 111 heory 1s the 
Keyne slall lO 1 ‘ al economy can 
spend its way out of a depression, and that, 
by redistributing income, the total pro 
pensity to consume is gre \ctually, it is 
not known just what the effect of redistri 
in oO bution of income is on the propensity t 
taxes and still maintain ; consume kven more basic than that, hov 
of living is the objection to inflati 
the proper antidote to 


kconomists are t so convinced 


I 
many seemed 


alutary 


lampet 

\ssum« at 
riskine $100,000 
S1O00,000, that 


abstract form oft 


theory Remuneratio1 


cent in a ( vel t should have 


ivestment 


+ } 


benefits 


vernment 
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The issue of progression is 

“perhaps the cardinal instance of the 
democratic community struggling with 
its hardest problem.” 


an argument can be made that the benefits 
derived from the government are 
tional to income, but it ts 
to argue that 


propo! 
almost absurd 
these benefits increase at a 


more rapid rate 


What seems an unwarranted amount of 
space is then devoted to the so-called utility 
and sacrifice theories of progression; although 
this may be justified, since 


than income. 


so much of the 
past literature on progression has adopted 
these various theories 
The point in common in all the variations 
is that money has a 
utility, that 1s 

wealthy 


W ealthy A 


one or another of 


declining marginal 


dollar 


than to 


, a single is worth less 


to a 


man less 


someone 


But, actually, to know this is not enough, 


for we must still have some notion of what 
a generalized utility curve for money would 
look like could determine 


much should 


before we how 
progression we 


possible that 


have It is 
would 
progression than is obtain- 


entirely such a curve 
dictate no more 
able from a proportional tax on top of 
The prob 


lem of measurement is an impossible one 
A quote is appropriate 


“Men have 


the man in the 


SOTIIE basic 


personal exemption 


here: 


long spec ulated over whether 
than the 
hand there 
money is good and that 
On the other hand it seems 
whenever we try to state 


palace is happier 


man in the ¢ On the one 
is no doubt that 
it is desirable 
that 


cisely the 


more pre 
relationship to happiness the 
result approaches an absurdity. The 
lies in trying to translate money, which can 
definite units, inte 
sponding units of satisfaction or weil-beins 
In the end satisfaction in the sense ot 
happiness defies quantincation. Utility is a 
meaningful concept; units of utility are-not 
It is in the face of this difficulty that, even 
waiving all other objections, the 


error? 


be measured in corre 


whole 


elaborate analysis of progression in terms 


sacrifice and utility doctrine finally col 


lapses.” (Page 63.) 
Perhaps at the 


defenses ol 


base of most modern 
progression can be found the 


desir¢ to reduce 


social inequalities. The 
that progression 


lesirable 


authors concede 


is prob 


ably the most method of achiev 


Books 


ing more social equality 
although not the 


One advantage, 
that pro- 
redistribution of 
with a minimum 


of government interference in the operation 


only one, 1s 
gression as a method of 


wealth can be achieved 
This statement might sug 
that 
between 


of tree markets. 


gest to some there is actually no 


incompatibility economic equality 


and a free enterpris¢ whole 


system. Our 
indicated otherwise, 
might be termed 


excluded Phe 


experience has evel 


when what “undeserved” 


income is market 


rests on fundamental notions of reward and 


Svstem 


personal responsibility But we are not 
precluded from 
that 
retuge for 


suspecting along with th« 


authors sort of last 
politely about 


under a market 


progression is a 
doing something 
the distribution of income 


system 


“Tf such speculations come 
source of the 
must also underscore why 
so little 


close the 
they 
there has been 


appeal of progression, 


frank discussion of progression 


on the grounds of minimizing economic 
inequalities. The lingering fear must always 
have 


been that any case for progression on 


much It has been 
said that it is quite difficult to sponsor pro 


these grounds proves too 


gression without calling into question eithe 


the meaningfulness of personal responsibility 
or the fairness with which the market dis 
tributes rewards. Progression, when offered 
grounds, is an unsettling 
85.) 


on these 


(Page 


ice a 


Perhaps the 
they suspect 


authors are 
that the 


rec ognizable valu 


correct when 


thing involved here 
is not a 
ail, but 
that the inequality 


is that 


judgment at 


merely Once it is 


envy realized 


to which we are referring 


] 


which is above realistic sub 


SOM 


sistence level of 


mcome, the 
stronger for the belief that 
else a rather peculiar form of 
playing a part in the great 


equality. But it 


case is much 
either envy o1 
aesthetics is 
drive for 
should not be 


for this reason, especially since even amon; 


more 
disregarded 
the staunchest defenders of the free market 
system, there is a pervasive notion that peace 


must be made with the issue of equality 


that the 
when thie 
iramed in terms not of equality in general 
but in 


The authors believe 


argument 


becomes even stronger issue Is 


terms of equality of opportunity, 


especially among children 


“In general welfare terms, the relevance 


of inequalities of opportunity is that without 


equal opportunity for individuals to develop 


their talents society will be deprived of the 


full use of its potential human resources. In 


81 





IS Sense equality of opportunity is viewed 


a suthcient good in itself and not as a way 


1 correcting for distortions in the allocation 
rewards by the market.” (Page 8&6.) 


\ the book 


evy is insufficient for the announced put 


makes clear, an inheritance 


pose since it does nothing toward equalizing 
the critical day-to-day investments in child 
ren’s health, education and welfare A pro 
gressive income tax can tend, as one of its 
effects, to 


inheritance 


minimize this form of unequal 


The authors’ own criticism of the 


takes the 


equality 


41-opportunity theory 


form Of a 
fascinating dilemma. ‘The purpose of equal 
izing Opportunity is to insure that each man 
vill accumulate and enjoy no more wealth 
than he 
ellorts 


is entitled to as a result of his own 
But, if we are to allow an individual 
o fully and freely enjoy the differential which 
he has earned, including spending the money 
on his childre n, the 


pose d for the 


Salrie problem will be 


succeeding generation as was 


corrected in the prior one “Ty 


effect we 
would be first making certain that the con 
ditions for the 


off.”’ 


fair and then calling 
(Page 90.) 


race are 


the race 


lhe argument, then, about equality of op 
portunity is interesting, yet puzzling. The 
book that to fully mmplement 
equality of opportunity for all children would 
require a drastic and radical change in the 
institution of the 


t But 


reCORNIZES 


basi know 


full credit 
the methods more effective than progres 
sion which are 


tamily as we 


fails, it seems, to give 


available for implementing 


a sort of partial equalization of opportunity 
In fact, it would seem doubtful that a parent 
would cut down on what he spends for his 


children’s welfare merely because of pro 


ression As we have 


already seen, the 


vroup we are here concerned with is more 


likely to curtail savings than expenditures 
the face of steep progression, and it cet 


likely, therefore, that the 


uld cut down on Savings, or even cet 


inl see! Same 
roup W 
tain types of consumption expenditures, before 
they would curtail expenditures for thei 
welfare At any rate, it would 


certain 


children’s 
that 
and health protection would 


seem education 


guarantees ot 
go turther than 
progression toward equalizing opportunities 


for children 


Che authors are on strong ground when 
that the weakest arguments 


for progression are the technical 


they conclude 


ones Tre 


ardine notions of benefit, sacrifice, ability 


to pay and econornic§ stabilty There is 


stronger appeal to 


progression when it 1s 
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viewed as a means of 
inequality. 


reducing economic 
Sut it is doubtful that equality 
of opportunity rather than equality-of-wealth 
distribution is the crucial or 
consideration. 


more important 
The authors take 
too strong a position against the redistribu- 
tion of existing wealth. Although they con- 
cede that we should not foreclose the pos 
sibility of doing something politically about 
the market’s distribution of wealth, at least, 
since we are 


seem to 


unable to measure distortions 
in that distribution system, they think that 
we should not 


attempt to compensate tor 


these distortions with progression 


The authors indicate 
might be no more than 


that 
some compromise 
solution to the problems posed by equality 
They say, either 

ously, that the one 
porting 


progression 


facetiously or very seri 


great advantage of sup 


progression on the grounds of 


equality may be that the perplexities of the 


equality issue as such need never be faced 


tut there 1s yet another way of statins 


the desirability of supporting progression on 


the grounds of equality Che bock is an 


attempt to find a theoretical basis for pro 


and, as we have what 1s 


gression, seen, 


termed “envy” is quickly dismissed from 


But it may very well be that 


this score 


consideration 


it is on an ameli 


greatest advantage ‘That 
envy will exist and that invidious compari 
sons between income groups will be 


progression as 
orative has its 


made 


cannot be denied, even that no 
less than a meaningful subsistence 
History, 


with examples of the 


assuming 
one has 


mcome 


moreover, furnishes us 


dangers inherent i 


such feelings 


It is not unilluminating to view 
sion as 


progres 
a mild and constant sort of revolu 


tion against the 


prevailing economic order, 


even a theoretically pertect one Perhaps, 


in a democratic society, progression is as 


good a guide as any to what the people feel 
given 


this 


about any 
Viewed in 
Intrinsic 


distribution of 
light, 
theoretical justification, but, prag 
matically speaking, it is 


Income 
progression has no 
a compromise solu 
tion to the problem of envy And, further, 
when viewed in this light, progression be 
comes, not 


antithetical to a free enterprise 


system, but 
The 


suggest to some 


necessary for its continuation 


above discussion will 


undoubtedly 
the necessity of some sort 
of safeguard against excesses or abuses pos 


ible in the use of progression But any 


safeguard that can be suggested may con- 
tain more power for evil than for good. A 


constitutional amendment limiting the top 
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tax rate, for instance, might appear 
able to many today; but constitutions do 
not live for the moment, and the day may 
unhappily when a very steep pro- 
gressive income tax will be the only method 
available to reach “undeserved” income to 
an extent that it is unknown today An 
example of that would be a great expansion 
in the amount ot 
taken from the 


desi 


come 


monopoly profits being 
Under such cit 
cumstances, it would appear most undesir 
able to be straddled with, for 
25 per limitation on income taxation 
The suggestion has inherent in it the great 


economy 


( xample, a 
cent 


disadvantages of a too specihc constitutional 
provision 


The issue of progression is, as the authors 
cardinal instance of the 
struggling with its 
But it is also a problem 
must entrust to the 


ay, “perhaps the 
democratic community 
hardest problem.’ 


which we good sense ol 


NEW YORK TRUST COMPANY 


nothing is transferred, as where property 
passes under a limitation in remainder, there 
is no transfer to tax It is only prop 
erty subject to a general power—property 
of which the donee might have obtained the 
benefit by subjecting it to the payment of 


his debts—which is required to be included.” ’ 

Employment of the corpus of the estate 
in line with the 
tantamount to a 


desires is not 
reduction of the estate 
A will directed that the testator’s sons make 
charitable gifts, as the sons knew of their 
father’s wishes “It has 


decedent’s 


been repeatedly 
held that this estate tax is upon the power 
of transmission from decedent 
made active by death : N.Y 
vu. Eisner 


which is 
Trust Co 
line with 
[the statute] re 
quires that charitable bequests allowable as 
deductions must 


and it is in strict 
this principle that 


have the same generating 


source since it uses the testation words 


‘bequests, legacies, devises’ Obviously, 
requirement that 
anything should pass from the estate to any 


charitable institutior.” ” 


there is no mandatory 


Valuation of a life interest is dependent 
upon what was known at the time of death 
A widow who had been left a life interest 


in her husband’s estate died within one year 


7 Leser wv 
1931) 

1% Mississippi Valley Trust Company v. 
missioner, 4 ustc § 1322, 72 F 
1934) 

% Ithaca Trust Comvany v. U 
279 U. S. 151 (1929) 


Burnet, 46 F. (2d) 756 (CCA-4, 


com 
(2d) 197 (CCA-8 


S., 1 uste { 386 


New York Trust Company v. Eisner 


a democratic community to handle as cir 
cumstances appear to require. 


Henry G. MANNII 


Florida Study 


Revenue 
and 


and Debt of Florida Munteipaliti 
Wylie Kilpat 
Economic and 
Research, University of Florida, Gainesville, 
Florida. 1953 $1.50 

his study relates to municipal financing 
in’ Florida Che this 


survey is the reporting and the analysis ot 
total local 


the state’s 67 counties 


Overlying Governments 


rick Bureau of Business 


76 pages 


distinctive teature of 


government finance in each ot 
The report was pre 
pared for the Bureau of Economic Research 
Florida by Wylie Kil 
Other 

will find this report a helpful guide to 
wrestling 


of the University of 


patrick, research professor states 


ther 


with the same or similar problems 


EISNER—Continued from page 78 


of het and the question 
valuing his estate as to whether 
of her computed by 
actual experience or by mortality tables 
“The first impression,” Mr, Justice Holmes 
believed, “is that it is absurd to resort to 
statistical probabilities when you know the 
fact. But this is due to inaccurate thinking 
The estate so far as may be is settled as of 
the date of the testator’s death. The 
tax is on the act of the testator not on the 
receipt of property by the legatees 

New York Trust Company v. Eisner 
Therefore the value of the thing to be 
taxed must be estimated as of the time 
when the act is done. Tempting as 
it is to uncertain probabilities by 
the now certain fact, we are of the opinion 
that it cannot be done, but that the value 
of the wife’s life interest must be estimated 
by the mortality tables.” ” 


“The whole space of any man’s life is 
but little, and as little as it is, with what 
troubles, with what manner of dispositions 

must it be passed!” ” Indeed, it is 
the dispositions that make many of the 
troubles. One may laugh at death but not 
at the estate tax boys. “He had his Jest, 


and they had his Estate.” * [The End} 


*” Marcus Aurelius, The Golden Book (Meri« 
Casauber, translator) (London, J. M. Dent & 
Sons, Ltd., 1913), p. 41 

2 John Dryden, Absalom and Achitophel (Lon- 
don, printed and sold by H. Hills, 1708), p. 15 


spouse, arose inh 


the value 


interest was to be 


correct 
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Articles 


Income Concept 


“Taxable Stock Dividends,"’ by David 
Green, Jr. The Journal of Business of 


the University of Chicago, October, 
1953. 


The author is an instructor in business 
administration, School of Business, The 
University of Chicago. 

We Cc 59 


In ktsner v sT¢ 32, 


189 


Vacomber, 1 
(1920), the 


oe Supreme Court pro 


claimed 
“We are a stock dividend 
really take [s] nothing from the property of 


clear that 


the corporation and add[s] nothing to that 
stockholder \ ‘stock dividend’ 


shows that the company’s accumulated prof- 


, 
OT thre 


instead of dis- 

We are 
conclusion 
Sixteenth 
the power to 
tax without apportionment a true stock divi 


capitalized, 
to the stockholders 
irresistibly to the 
the 


its have been 


tribute d 


brought that 


neither under Amendment 


nor otherwise has Congress 


d . . aS Income to the stockholder.” 


This 
in the 
that a 


the recipient 


det 
invalidated the provision 
Act of 1916 which stated 
should bs 
extent ot 


de cistron 
Revenue 
dividend taxable to 


to the 


stock 
its cash value 
the Treas 


shall 


incor! 


and provided the background tor 


urvy exemption that a stock dividend 


W hic h 


Act of 


not be subject to tax was 


192] 


in the Macomber 


porated in the Revenue 


In coming to its decision 


case, the Court accepted as a succinet 


definition” of income one which had been 


“Income is 
labor, 


they 


adopted in two previous cases 


Irom 


he gain derived from capital, 
ln 


or from th combined.” lo this 


added 


proceeding 


“something of exchangeable value, 


from the property, severed from 
employed, 


the capital, however invested or 


oming in, being ‘derived’ : is re 


the recipient tor his 
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Digests and Comments 
from Other Periodicals 
- - - Staff Prepared 


.osal—that is 


Nothing else 


benefit 
income derived trom property. 


Separate use, or dis} 

answers the description.” 
At least three disciplines 

counting law 


Considering this, the 


economic Ss, aCc- 


and have made attempts to 


define income. above 


definition seems a very apt one 


Considerable insight to the problem can 


be gained from considering the most recent 
tax a stock dividend. This 

Joseph P. Schmitt, CCH 
19,663, 20 TC No. 65 (1953), in 
the ‘Tax Court decided that a stock dividend 
payable in stock other 


of stock outstanding) was a distribution of 


attempt to was 
Dec 


which 


the case ot 


common (no class 


“specific corporate assets or property, re] 


resenting undivided profits, and the distribu 


Gi 
tion constitutes a taxable dividend 


to the extent of the fair market value of the 


share . 


The affirmative 
ability of the 
case apparently rests on two premises 
that 
property” to 
(2) that this 
dividend because it 


decision as to the tax 
Schmitt 
(1) 


“assets or 


stock dividend in the 


reacquired shares were 
the 


Was 


and 
stock 
result in a re 


issuing 
not a 


did 


duction of retained earnings and an increase 


( orporation 
bona-fide 
not 


in capital stock account. 
It is 
and many jurists that reacquired shares, or, 
labeled, 
This 


now well agreed among accountants 


as they are unfortunately treasury 


shares, are never assets was not 


significant 
and 


why 


always so. Ili there is no real or 
differ 


shares as yet 


ence between treasury shares 


unissued, one wonders 


the dichotomy has existed for so long. 


Accounting-wise, at least, there is concep 


tual equival nce between shares rea quire d 
shares 


assets than could unissued 


and those unissued, and treasury 
could no more be 
shares be assets 
the Schmutt case, 


stock dividend must 


The second premise in 


that a bona-fice result 
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in a reduction of retained earnings and an 
increase in the capital stock account, is not 


so readily dismissed In 


fact, almost as 


much exists that the 


unanimity stock divi 


surplus and 
an increase in capital stock among authority 
reement that 


dend requires a reduction of 


aS at 


treasury shares are not 


assets 


There is some’ agreement that the 
stock dividend (20 or 25 per 


number of 


sub 


Stantial cent 
of the shares previously out 


Standing acct 


a : rding to the Committee on 
Accounting Procedure) is 


like the 
le split-up had dif 
from the stock divided 


much 


stock split-up 


Since tl 
previously 


respect to the 


charge to retained 


y should corporate manage 


favored one othe 


over the 


rough the vears’? The most « 


oOmMmon rea 
son given 101 


stock-dividend 


notion of transierring 


recourse to the use of the 


device revolves 


around the 
“something” to the cate 
ry of permanent capital, “to convert mo 
bile capital into fixed capital,” according to 
Imes and Meter (/ntermediate 
ng, page. 224). The implication of this, of 
that prior to this 
something is impermanent and becomes pet 
manent 


Account 


course, 18 such 


transite 


because of an accounting 


he economist, “cay 


vital’ 
the things on the lett 
sheet It 


hand sic 
balance 
that the acc 


seems untortunat 
ountant has followed the lawyet 
and adopted the appellation 
describing items in the 


this statement. In 


“™ apital” in 
southeastern part ol 


most 


instances legality 


issue at stake Rather 


and most 
to the management it 18 neces 


make a much 
shall 


he released by the corpora 

rh dividend payments. The stock 
result of a decision that no 
distributed, 

that the 


1 
as trequently 


decision as to how 


and, thus, it 


stock-dividend proc 


been described as “mel 


if stock 


be tl 


i¢ Sallie as 


it should end ques 


about taxability because fite1 


achie Vec 
property flows 

Y, this should never ( 
under the Mac 


SCVE¢ 


mfused 


income ynber definition, 


rance, nothing 


extra pro 


the property for separate use 


it would seem to ap 


language used by many inter 


] 


financial affairs Finally, and of 


Articles 


paramount importance, it 


the adoption ot 


would facilitate 
informative and, 
therefore, more desirable accounting procedure 


more 


It is incumbent upon corporate managers 


to insist that disclosure of source of capital 


be provided in the financial report 
thus little doubt 


will not 


Having 
that ac 


insisted, there 1s 
countants m 


this 


general mcorporate 


reporting scheme as 


“generally ac 
cepted accounting practice.” 
This acceptance, 


of the 


be hic I 


Internal Reve 


coupled with the 
new Commissioner of 


nue that “the government should not. re 


quire the taxpayer to compute his income 


by methods that are contrary to generally 


accepted accounting principles,” 


might’ finally 


resolve the issue of the taxability of the 


type of stock dividend discussed here 


Owner Benefits 


‘“Profit-Sharing Retirement Trust Too 
Little Used as Means of Accumulating 
Estate,’’ by Donald R. L. Franklin. Jour- 
nal of Accountancy, November, 1953. 


The author is president of Franklin, 
Stettner & Co., Inc., a management 
counseling firm in New York City. 


Profit-sharing trusts provide an excellent 
vehicle for the employer 


thei 


group to build up 


tunds tor retirement or for then 


own 
estates. Basic to an understanding of 
stockholder-emplovees can benefit from the 


adoption by the corpe 


how 


ration otf a_ profit 
fact that they 


corporation, 


sharing plan is the 


eligible, as employees of the 
participate in the plan 


Excluding other onomic justifies 


tion for the moment, it is to the owner’ 


advantage to include as few 
While the emplover’s freedom to 
exclude employ is circumscribed by the 
Cod ovisions, he may 
certain catege 


employees as 


possible 


applicable exclude 


workers 


In order contributions by the 


corporation allowed as a deductibl 


pense, and that the trust qualify for the 


exemptio 


cCarnings and aptits mn 


creases, the plan must comply 


coverage requirements of 


This section provides, in plan 
must include either cent of 


more ot all emplo ees: « (2) 8&0 per cent 


of employees who are gible; (3) em 
ployees who qualify under classification 


stock 
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that does not discriminate in favor of 





holders, 


ploye es 


officers, or other highly paid em 
It is under this last category that 
small and medium-sized corporations qualify 
in order to benefits to the 


There is no express limita 


maximize the 
employer class 
tion on the percentage of stockholder par 


ticipation; the question is left to a case-to 


case determination 


The corporation can limit participation to 


certain categories of provided 


the exclusion of the 


employees, 


that it can justify other 


classes on the basis of frequent turnover, 


other benefits, or on other 


receipt ol! some 


reasonable ground. In addition to showing 


that exclusions are not arbitrary, the cor 
that the plan in 


operation will not discriminate in favor of 


poration must also show 


employees in the owner category 


Che additional factors of allocation of in 


terest, vesting and forteitures, reallocation 


f forfeited interests, and distribution on re 


tirement and termination of the plan, are 


all material to an over-all resolution of 


whether the plan in operation discriminates 
in favor of the and 


owne! key-employee 


group 


The decision by small corporations to 


profit-sharing instead of a 


plan 


adopt a plan, 


which 


pension may 


provide similat 
coverage and offer parallel tax advantages, 
may well turn on the fact that profit 
sharing plans do not entail a fixed contribu 
tion The benefits to be distributed from 
profit determined by the 
value of the fund at the time a participant is 


very 


sharing trusts are 


entitled to receive his proportional interest. 

The deductibility of payments to the re 
tirement trust is governed by Code Section 
23 (p) Phat that 
tributions to a qualified profit-sharing trust 


section provides con 
are deductible as an expense ot the corpora 


tion in an amount not in excess of 15 pet 
cent of the compensation of the participants 
(except for This 


reduces the actual cost 


carry-overs) feature, ot 
to the cor 
poration to about half of the amount of the 
Thus, if the 
and 
group is 50 per cent or more, 
actually employable to create 
this with the 


corporation's first payment into the trust 
The fund a qualified profit 
sharing plan enjoys a tax-free status, which 
that its 
unobstructed by 


course 


contribution proportionate 


interest of the owner key-employee 
a profit-shar 
ing plan is 
Starting 


wealth for class, 


trust under 


means accumulation potential is 


taxes on its earnings ofr 
increases of capital. The other possibilities 
for disposition of corporate profits allow for 


The 


taxed at the 


no similar opportunity participating 


employee is not time of the 
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corporation’s contributions to the fund. Nor 
is he subject to a periodic tax because of the 
income or gains of the fund. The tax is 
payable, however, when the employee’s in 
terest is distributed to him or to his benef 
Ciary, at death, 
The 
provide for distributions either in 
periodic payments or in 
Should the participant 
share in calendar 
(Tor 


retirement, severance, or 
according to the provisions of the plan 
plan may 
one lump 
receive his 


year 


sum 
entire 
because of his 
othe: than 
fund), he may treat the 
from the 
capital asset held for more than six months 
Similar treatment is accorded to the benefi 
ciary, should the participant 


one 


severance any reason 
termination of the 


gain 


receipt as a exchange of a 


die be tore re 


ceiving his interest 


The employer may wish narrow coverage 
in order to obtain a larger share of the fund 
for the owner group. He may incline, how 
ever, participation, viewing the 
plan as a means of retaining valuable pe: 
sonnel in the corporation’s employ and as 
effort and 
groups or «de 


to broader 


toward 
trom 


an inducement greater 


achievement certain 


Dartments. 


The Treasury 
vide a 


that the plan pro 
formula for computing the 
contribution to the fund. The 
formula must be in terms of percentage of 
pronts, but it 
contributions 


requires 
definite 
corporate 


prov ide for 
according 
contribution 


can graduated 
pront 
ceiling in terms of 


dollars or maximum deductible amounts; o1 


to specified 
levels; a 


a level of profits below which no contribu 
tion at all need be made. It should be 
observed that a formula containing variables 
is nonetheless does 


definite so long as it 


not grant any discretion to the company 


in fixing the amount of the payment 


The position that the formula 
must be definite has been successfully chal 
lenged in the Tax Court to the following 
extent: There need be no definite formula 
(Produce Reporter Company, CCH De 
18,897, 18 TC 69 (1952), aff’d 53-2 
99595 (CA-7)), but if there is a 
formula, 


‘Treasury 


Zé UST 
definite 
contributions in excess of the 
amount called for are not allowable deduc 
(McClintock-Trunkey Company, CCH 
19,316, 19 TC 297 (1952)) 


tions 
Dec 

If the contribution as determined by the 
formula is less than the amount deductible 
(15 per cent), the between the 
amount deducied and the amount deductible 
may 


difference 


and deducted in suc 
when the contribution is 
greater than the 15 per cent allowable. The 


(Continued on page 90) 
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Ingenious Idea . . . 


Beauty Fees Disallowed .. . 


Changed Intent 


Canadian Tax Letter 


Uncle Not “Child” tion, which would be a capital asset ol 
which he could make use at any _ time 
Deduction for support of aunt and uncle thereafter in the conduct of his business 
is disallowed. Ball v. Minister of National Revenue, 53 
paring 
\ married man supported in his home DTC 264. 
an aged aunt and uncle For the year 1951, ‘ 
he claimed a support deduction on the Conduct Belies Intention 
ground that the Income Tax Act defined a 


; Quick sale and subdivision of new farm 
child, for whom a support deduction is al 


- results in taxable income. 
»wwable, as a person who is wholly de 


pendent on the taxpayer tor support and An experienced and successtul farmict be 
of whom the taxpayer has in law or in ing, as he said, teartul of being ousted trom 
fact, the custody and control.” The claim the farm he rented, took an option on an 
was denied because while “the idea is in other farm in the spring of 1946 and pu 
to give effect to it would call chased it on June 21, 1946 Between the 

ore elasticitv in interpretation on the date of the option and the date of the pur 
Board's part than, I think, is reasonably to chase, he sold the part with the house on it 
be expected It appears to me that no to another person A few months later 
anon of construction or reading can lead in 1947, he made one subdivision and sold 
hie vord ‘child’ being made to include lots to various persons Because of the 

an aunt and uncle of advanced age, how growth of the community, further sub 
liberal a use might be made of the divisions and sales of lots occurred in 1949 
Furthermore, the words ‘custody and 1950. He claimed that the profits from 

and control’ are hardly applicable to adults the sales should be taxed as capital gains 
in full possession of their faculties."—Harris because “When I purchased the farm, | 
Vintster of National Revenue, 53 DTC 387 intended to settle there and cultivate it.’ 
However, taxable income resulted becaus 


! 
T 


the gain resulted trom the operation of a 


Coiffure Course Is ‘‘Capital’’ 


profit-making business: “He admitted 
No expenses allowed for attending that he never lived there and only culti 


atcdieamnens’ eluseneeds tsi vated the part located beyond the railway 
tracks and a very small part of the section 
The proprietor of a hairdressing and beauty later subdivided into lots. If it had really 


salon in Ontario attended a beauty studio been [his] intention to live on and 


farm he purchased, why, in 
addition to never living there, did he hasten 
designs of hair-styling, so that he might com to sell the part of the farm on which the 
house was located and to have another part 
petitors in the surrounding district His of the farm subdivided into lots It 1 
expenses amounted to $289.36, and the — difficult to reconcile . [his] conduct with 
studio fees to $100 No deduction was the intention he claims was his when he 
allowed because, as regards the expenses, bought the farm If, 


in New York in order to bring himself cultivate the 
up to date with the latest fashions and 


pete successfully with his business com 


however, such 
his intention at the time, which 
fession, it was as if he were taking a post I cannot admit, he certainly altered it be 
graduate course, and the studio fee was laid yond recognition.’—Racicot wv. Ministes 
out for the purpose of obtaining an educa National Revenue, 53 DTC 388 


since he was already qualified in his pro were really 
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Acq. and Non-acq. 


Capital Gains and Losses 
Sir: In order to operate successfully, in- 
dustry steady 


billions of dollars each year 


must have a continuing supply 


of new capital 

t maintain 
and expand existing ones on which so many 
jobs depend. On the average, it takes about 
$12,000 of investment in new plant and 
equipment to provide a job in industry for 
one worker. As many 


© start new industries and to 


as six million new jobs 
needed to employ the 1960 labor 
force. That means new investment for net 
expansion in the meantime of some $72 billion 


total 
has been 


may be 


During the last 


amount 


seven years, the 
invested for this purpose 
$30-$40 billion, in words, 
half this sum. It has not gen- 
erally been realized that 80 per cent of the 
plant and equipment 
this period has gone for replacement 


only from other 


only about 
investment tor new 
during 
of used-up capital values, at an actual cost 
h above the depreciation allowances in- 
ded in business accounts. ‘Thus, only 20 
cent of the $20-$30 billion, annually in 
} 


din new assets, tha 


provided for new jobs 


Jur present tax laws are drying up the 


needed tor this 

most 
in this respect are (1) the 
) 


?) the confisca 


urces of capital which are 


} 


The taxes which have the 


ive income tax, ( 


death tax, with its companion, 


and (3) the capital gains tax 


on is confined to the capital 


rain resulting from a sale of a capital 


asset 1S, 1n the eves ot the law, capital, and 


except tor the 


| purpose of taxation, it 1s com 


monly so treated under our law Take, for 
example, the case of a trustee who sells prop 
erty, belonging to the trust estate, at a gain 
The gain is not treated as 
to the life beneficiary, but is added to the 


capital of the 


income and paid 


trust estate. Conversely, capital 


suffered by a trust estate, are charged 


losses, 
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against capital and not against income. Ac 
cordingly, unless the legal concept of capital 
gains is ignored, a tax on capital gains must 
be regarded as a capital levy. 

If capital gains are to be treated as incom: 
for tax purposes, it is submitted that every 
consideration of equity and justice requires 
that capital losses should be treated as the 
direct negative of income and that the ir de 
duction from income, of whatever character 
it may be, should be permitted. 

Our income tax laws, in order to arrive at 
the net income to be taxed, permit a tax 


payer to deduct from income of all 


gross 
sorts such items as interest paid, taxes paid 
(with 


various other 


certain exceptions), depreciation and 
items. What would be said if 
it should be proposed that interest paid should 
be deductible only from interest received, 
that taxes paid should be deductible only from 
income from the property on which the taxes 
are paid, that depreciation should be deducti 
ble only from income from the 
preciated? The taxpayer 


interest receivable or income 


property de 
might have no 
trom the prop 
erty taxed or depreciated. Certainly, any one 
of these proposals would bx 
jected, And, yet, why 


be treated differently 


summarily re 
should capital losse 
If short-term ca 
ordinary Ii 


gains are to be taxed a 


what possible justification is there f 
short-term capital 


deducted from ordinary incom«¢ 


permitting losses to be 


Manii¢ stl 
there is none 


In short, 


capital gains are either inc 


me 


or they are not income. If for tax purposes 


they are regarded as income, capital loss« 
which are the direct converse of capital gain 
should be deductible from income. If capital 
gains are not they should not be 
taxed as income, and, conversely, capital losses 


should not be 


income, 


deducted from income 


If capital gains should be taxed as income 
and capital losses allowed as deductions from 


income, in the light of past experience, it is 
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not unreasonable to that the net 
revenue over a period of years would be nil 


| 


Ital 


expect 


gains tax operates as a serious 
» tl 


ie investment of capital in the 
f | 


if business enterprises, and its effect 
reduce steadily the 


available for that 


fund of “venture 
It lessens 


the incentive to invest capital in existing and 


tit ” 1 rTHos 
capital purpose 


in new with the 


enterprises, 


resulting ill 
effects on employment and wages 


House Ways 
March 20, 1942 
Committee of the Executive 
Amercian Federati n of I abor, 


a statement filed with the 


ans Committee on 


has an important effect 


up investment in new venture 


is the present gains tax 


1942 


sharply modified 


pealed 
should be 


gains at lower 


new 
rates, and to 
ision for the 
to take 


a si arp re duction 


deduction 
such action 
new venture enter 
heavy taxes involve 
and be 
redits 


venture 1s 


is successful, 
1 reasonable ( 
the new 
lessens the stability 


markets, and by so doin 


new capital issues which 


and 


posi 
and real estate, and thereby 


business expansion 
tax creates trozen 
activity and the taxable 
ome 1 ally resulting 
Writing in 


septe mber 


from such activity 

PAX The Tax Magazine for 
1937, the late Morris S. Tre 
Comptroller of the Stat New 


tax, 


maine, 
Y ork, 


said (at pag 567) 


referring the capital gs 


“The law dams up the 


of trade It 


normal ebb and 


affects commodity mar 


, especially real estate Because of 


e owners have refused at 
purchase, with the 


addition to 


result 


sellers Missing a sale 


iss commissions, the buyer 1 


buying and Mnproving 


rialman 


ertv, contractors miSSs a iob, a mate 


misses the market, building construction 


} 


labor and building service labor remain un 


employed, the city misses an increased tax 
on proposed new building, and, 


tastically 


lastly, fan- 
enough, the Government collects 


no capital gains tax.’ 
On March 20, 1942, at a before 
the House Wavs and Means Committee on 


hearing 


Acq. and Non-acq. 


André Istel testified 
France. Mt Istel, 
Adviser to the French 
under Paul 
prior to the German 


the capital gains tax, 

about the experience ot 
who was Technical 
Ministry of 
stated that, 
France had no capital gains tax. In March, 
1941, he the Vichy Government intro 
duced a tax on capital gains from stocks 


Finance Reynaud, 


invasion, 
said, 


33 per limit 


words 


cent, and without 
the period of holding. In his 


“The effect of the law 
The 


reluctant than evet 


was exactly con 


trary to expectation buyers of shares 


became more to sell, as 


they wished to avoid paying the tax 


to the 


(Owing 
offerings, the market 


even more 


scarcity ot 


hereupon rose 


sharply. In fact, 


owing to the complet 
offered for sale, 


quoted alt all, lor 


absence of shares 


some stocks were not 


days at a time 
“As a result, the Vichy 
compelled to relax the provisions of the 
law. In July, 1941, the rate 
from 33% to 20%, and the 
unlimited 
year from the date 


Government was 


was reduced 
holding period 
which 


Was was reduced to one 


Afte 
year, capital gains were free of tax 
In February, 1942, the law 
further in to accomplish its 
purpose. Lhe rate reduced to 
The time limit was reduced to thre« 
No tax 
the three months’ 
A ca 


rates, 


of purchase one 


Was relaxed 
ordet original 
10%. 


months 


Was 


as payable YaiIns realized altel 


il Oe 


] 


holding pe 


ital gains tax, if imposed at 


1 
' 


i 

produ it little revenue. On 
{ 
| 


other hand, the rz is le greate! 
will be 


that the 


cretionary. 


rev¢ 
nue 


tact 


produced his is due to the 


taking of capital gains is dis 
When the tax 


elects not to sell, unless the 


rates are high, 
the owner 


will 


sale 


result in a least in no 


loss, or, at 
substantial gain. 
out this point 


| 
+} 
Ul 


Senator Connally brought 


very when he said at 


mpenate 


( le arly 
before the 
Revenue Act of 


i¢ hearings Finance 


Committee on the 1938 


‘It seems to me there is a differentiation 


between ordinary 


income and income 


Irom 
capital gains In the case of ordinary in 
come the taxpayer has to pay it [ the tax |; 
he has no 


choice But in the case 1 


capital gains he has a choice - he does not 
have to realize unless he 
lf the holder S¢ ll, you do not get 


any tax.... 1am coming 


wants to 
does not 
around to the 
view that as to capital gains and losses we 
should make it 
to sell 
to hold.” 


more attractive to a man 


instead of offering him a 


premium 
Our experience under the 
effect 1913, 


the conclusion that the lower rate 


Varirous revenue 


acts, in since amply supports 


produces 
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the larger revenue the ‘Treasury 
Department’s own figures it appears that if 
the five-year boom, 1925-1929, is excluded, 
the the United States had no 
net capital gains, but huge net capital losses, 
amounting. to over billion, 
from 1917 to 1940 For the 
1940, produced 
capital gains tax, according to the 
higures, 


From 


taxpayers ol! 


$8 during the 


period calendar 


by 
‘Treasury 
was $12,868,000, and, for the 
1941, $2,011,000. The shortening 
of the holding period from 18 and 24 months 
months by 1942 act, 


reduction rates 


yeal the revenue the 


calen 


dar year 


to six the the 


certain 


and 


con equent ot on 


Walls 
sulted 


previously classed as short-term, 


in a substantial 


Micreas¢ 


revenue 
had 


iS ny 


Irom 


abo it 


the capital gains tax, 
hed the 
tanding 
Or the taxable year 


which J 


is estimated at 


which 
point. It 
revenue 
1951. the 
able to 
? billion 


yustiNcation 
Phe 


amount 


reat vanishing 


unde that the trom 
this tax } latest 


ar tor 


have be en 


obtain 
$1 


Chere ts no tundamental 


taxation ol capital ains 
such a 1 


the result of 


ax is to reduce the ot 


available for 
production 


harmitul in that its 


capital investment and hence 


The tax is particularly 
principal 
venture or equity capital 


However, 


decision 


to reduce 


impact 1s on 


pending a possible ultimate 
tax, | suggest that 
be substantially reduced and the 
present method of prescribing a short hold 
period te 


ind 


, , 
to eliminate the 


the rate 


ing distinguish between. short 


term long-term capital gains and losses 


ARTICLES—Continued from page 


amount of the carry-over 


to additional 
cent of the participating payroll 


Tf the 
alle Ww able 


nm any one yeat 


however, 1s 15 pet 


limited an 


contribution 1s 
15 
paid 
carried 


than the 
of the 
deductible 
succeeding years 
payment is less than 15 per cent 
participating payroll Only that 
amount of this carry-over may be applied 
in year which, when added to the 
the year, will total 15 per 
cent of the participating payroll 

Phe 


above 


greater 
the 
amount 


per cent, 
the 


over 


excess 
amount 


be 
the 
the 


ovel 
may 

when 
of 


In 


any one 


contribution for 


decision to employ either or both of 
be reflected 


the tormula, for, following the adoption of 
a plan, 


the provisions must in 


discretion in this matter is pro 


scribed by 


except amendment. 


Most plans provide that the participant’s 


share will vest, 


90 


that 1s, become 


nontorteit 


January, 


1954 e@ 


be continued. For this purpose, the six- 
months’ period provided in the present law 
would seem to be reaso 
although I believe that a shorter period 
would produce greater revenue. If revenue 
the primary objective, course it 
should be, the period should be reduced to 
perhaps three months. 
to be the 


ably Satistactory, 


is as oO! 


Six months happens 
period provide d in 
Exchange Act as the measure of 
tive turn. In circumstances 
holding period be lengthened. 


the Securities 


a spec ula 
no 


should the 


Regarding the 1 
a flat 
perhaps 


the 
than 10 per cent or 


ate Ol tax, I favor 


rate ol 
12 
happens to be 


not more 

The latter 
under the 1921 and 
Act of 1934 
these lower 
part at 


greatly 


pei 
the rate, 

to the 
doubt 
removing 


cent hgure 
later 
I have 

through 


to 


acts, prior Revenue 
that 


in 


no rates, 


the bar 


1 
the 


least 


rier sales, would 


increas¢ 
4 
Saics and, 


the 


coincidentally, the revenue from 


tax 


suggest that 


I turthet 
be 


treatment ot 


some measure ot 
present inequitable 
This could be 
accomplished by restoring the rule in force 
under the Revenue Act 1924 and 
acts up to the 1934, 
percentage actual 
of 
per 
the 
current 


relief granted to the 


capital 


losses. 


ot subse 


quent act ol! which 


permitted a 


long-te 


of the net 
rm loss equal to the 
long-term gains 


to be taken 


ordinary 


rate 
12! 


against 


tax on 


(which was cent) 


as 


a credit 
the 


tax on 


Income lO! year. 


Ropert B. Dress: 


PROVIDENCE, AND 


RHODE Is! 


86 


able gradually, over a period 
cording to a Mefinite 
per 


Ve 


Or years at 


S¢ ale 


full 


for example, 10 
vesting 
In this 


ars participation 


cent a 
ot 
emplovee 


year with 
participation 
with three 


who leaves voluntarily would only 
titled to 30 per cent of 


interest in the fund; he 


among 


alter ten 


ars case, an 
Ve 
be en 
his accumulated 
forteits the balance 
reallocated the 
participants. (Death retirement 

100 per cent vesting usually results in 
matic full 


which 1s remaining 


Oo! before 
auto 
vesting. ) 


Extended should 


among 


vesting operate to re 
duce 

Ther 
lightly 
of the 


turnover covered 
be Too 


The nature 


t mpl yees 

to be 
degre 
problem will initially sug 
gest the vesting period, while the possibility 
of discrimination will operate limit the 
over which the vesting is extended 


share will soon 


large 


abandoned. and 


turnovel! 


to 
time 
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Tax=-Wise 


Meeting of Tax Men 


Oil and Gas Institute.—Th« 
Institute on the Law of Oil 


Annual 
and and 
presented by the South 
western Legal Foundation in cooperation with 
the Southern Methodist University School 
January 27, 28 and 29 at the 
Southwestern Legal Foundation, Dallas, Texas 


Fifth 
(sas 


laxation will be 


of Law on 


Applications for registration and requests for 
intormation should be addressed to Gordon 
R, Carpenter, Southwestern Legal 
tion, Hillcrest at Daniels Dallas, 


Founda 


lexas 


Microfilm 


All issues of TAxes published during 1953 
microfilm. We 
arrangements with 
film, 312 North First 
Michigan, for the 


ire now available on have 
University Micro 
Ann Arbor, 
microfilming of all copies 
of our magazines published during 1953 and 


should be di 
Microfilm, at the 


made 


street, 


subsequent years. Inquiries 


rected to University above 


iddress 


Twenty-five Years Ago 


One method of inducing the shy male to 


enter imto the ate ot was dis 


‘TAXES 


matrimony 


closed in the January, 1929 issue of 


tax him! It seems strange that an instru 


ment of fiscal policy should be used to promote 


SOK ial 


that 


pol v, but perl aps the Italian males 
little 
Italian 


thrust are not 


time needed a prodding Phe 
Benedicks to this 
known, but the 


results appear to have 


reactions of the 
romanti« 


financial 


good 


been 


“Interest has been ‘bachelor 
months of 192% 


19,500,000 lire, as 


taken in the 
tax’, which in the first four 
is stated to have yielded 
against 14,500,000 in tl 

in 1927. The recently 
been doubled, an action which was approved 
by the that th 


government to 


e corresponding period 


rate for this tax has 


markets, notwithstanding 
was declared by the 


Tax-Wise 


increas¢ 


Taxes... 


Tax People... 
Things Taxed... 


have a primary ‘moral purpose’. The point 


made is that it can easily be borne by those 


who have not the expense of raising a family.” 


Reciprocal Tax Rights 


now 22 


matter ot 


There are 
in the 


states which reciprocate 
states to 
The 


States 1S 


other 
thei 
addition to the list of 
Dakota. The 21 other reciprocating 
include Alabama, Arkansas, Cali 
fornia, Georgia, Indiana, Kansas, Kentucky, 
Louisiana, Maine, Maryland, Michigan, Minne 
Missouri, New North 
Oklahoma, Tennessee, 
Virginia, Washington and Wisconsin 


allowing 
sue for tax claims in 
latest 


South 


courts 
such 


States 


sota, Hampshire, 


Carolina, Oregon, 


Late State News 


Illinois. 


Vv hi h were to have ore 


Increases in the flat weight tax 
into effect 
1 were repealed, and several 
tions 


hi le 


weight tax 


January 


new classifica 


were added Toor heavier vehicles: ve 


owners may elect to pay a mileage 


instead of flat registration fees 


Kansas.— Information showing 
amounts paid to Kansas residents as salaries, 
filed 


mtormation returns are 


returns 


dividends must be before 


1954 


Wares and 
Marc h :. 
required 
$100 o1 


single 


when dividends are 


payments on 
salaries or wag 
$600 o1 when 
payments to a married person are $1,200 or 
more can use W 
amount of federal tax 


state 1s 


more, when 


es ora 


person are 


more, and 


2 it marital status 
withheld and name of 


Kansas 


shown otherwise us¢ 


Form 99 and Form 96 


Montana. 
are due 


Information at 
April 15, 


excess of 


source returns 

1954 wage 
$500 regardless of 
marital status are to be reported and divi 
dend payments over $300 us¢ 


1A W 2 can he 


following information 1s 


before 
payments in 


Form 
used providing the 
shown 


marital status 
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ft employee, federal tax witl 


i employment if less than 


held, the period 


months and 
the name ot the state 


Nebraska.— The new 


gallon will go into effect 


will be 


fuel use tax 


spe ( tal 


cents pet 


reports and payments 


ifteenth of each month 


repeals the equalization tees 


formerly collected in heu of 


xeS Irom carriers, except for a 
double the registration fee for 


and subjects other 


city 
carriers to the 


spe cial fuel tax 


New Mexico.—TJhis 
red for 


state’s information 
payments of $1,000 o1 


a resident and tor 


taxpayer! 
$100 or 


ind Transmittal 


payments of more sak 

161-A Form 161-B 

al W-2 if all required information 
file before April 1, 1954 


North Carolina.—This state 
porting of the wage payments to single in- 
dividuals or $1,000: 
$2,000 
and dividends of $100 or more and payments 
$300 o1 


requires re 


married women of over 


payments to a married man of I 


f rents or royalties 


amounting t 
employers can 
I W 2 and 1) 


borm 


use a pat ket form 
has had the 
March 15, 1954 


108 if the printer 


approved due 


returns in 


1 
+} 


klahoma.—The information 
is state must be filed on 
W-2 may 


rimation iS given 


or before February 


be used if required 


yments amountit to $1,000 or 


to anv individual and 


$100 


dividends in 


Oregon.— |! 


corporation 


law, u ‘ ‘ < not 


\ugust 1 
| several miscellaneous 
added 


Whning ce 


reports 
fees are exclusively do 
whose annual 
ed $1,000 in value 


rporations 
does not 


of $10 


exce may 


Wisconsin.—b« 


tracts of less 


inning January 1, owners 


han 40 acres may apply for 
Woodland Tax Law, 
and at 20 


sment under the 
inxen wood 


slope lands 


per acre tor ten years 


Governmental Income in 1952 


Taxes, as might have been 


played 


expected, 
an important part in supplying the 
governments with revenue for the 
year 1952 According to a report 
by the United States Department of Com 
merce, the 
1952 


fiscal 
re lease d 


revenues 


$79.1 


irom fiscal 


taxes ior 


were billion, an increase of 24 
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per cent over 1951, with federal tax col- 
lections being up by 30 per cent, state tax 
collections by 10.3 per cent 


collections by 9.8 per cent. 


and local tax 

A breakdown of the 
shows that, for the 
taxes on 


revenue by 

federal government, 
provided $49.1 billion, and 
duties and vielded 
9.3 billion, or 16 per federal tax 
revenue, 


source 


income 


customs excise taxes 


cent ot 


Property taxes accounted for about 4 pet 


cent of state tax However, for 
local governments, property taxes yielded 
$8.3 billion in revenue, this figure being 59 


per cent of all revenue of these units from 


revenu¢ 


local sources, and 71 per cent of their gen 


eral revenue from local sources 


Income taxes provided $1.8 billion in the 


way of revenue for the states, and, for those 


local units which have income taxes, the 


revenue was $93 million, derived 


entirely trom city income and pay 
roll taxes 


being 
almost 


Sales and receipts taxes wer¢ 


main source 


venue for the states, 


$5.7 or 3S per cent of 


supplying 


their total t: venue 


General and selective sales taxes by 


local 
% 1 


governments, chiefly cities, supplied revenue 


in the amount of $627 million, a figure to be 


to 


compared with that of $133 million collected 
by means of 1942 


sales 


taxes in 


When Is a Will Not a Will? 


Che making of wills is taken for granted 


in modern civilization, and the 


I 


practice ap 
pears so proper and necessary to orderly 


post-mortem property adispositior in 


society that pt ssible to 


origin « he is lost in 


believe he 
antiquity. Tl 

is far tro th ase Until the early six 
Henry VIII, 
England, birtl place of 
were not abl 


holdings by 


teenth centur - the 
property 


reign ot 
owners in 
our legal 
of their 
Wills 
only to 
“by will 


has bec Nn 


system, to dispose 


statute ol 
pertained 
phrase 
but “testament” 


will Phe 
1540 It 
property. It 


Was enacted in 


real uses the 


and testament 


widely used for 


to aiter-death 


centuries to rete! 
» 1 

dispositfon of personal prop 

erty 


‘Today, the word “testament” 


so used, but 


is still 


“will” is a term of reference 
Modern statutes 


States 


applicable to all property 
United 


we I] as 


of wills in the make rules 


for personal as real 


New York's 


volved Im a Case 


property 


Wills 
presenting an 
1925. a 


Statute of was in 
interesting 


question, In took out an 


man 
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ordinary life 
tained 


insurance policy which con 


a provision granting the 
the right to a settlement option 
1941. 
opted to execute a 
supplementary contract and did so on July 
19, 1941. It provided that the entire prin- 
cipal of the proceeds of the policy would 
company’s hands, 


beneficiary 

The as- 
sured died on June 15, 
y. She 


His daughter 


was beneficiat y. 


remain in the insurance 


lraw all or any part 
tim< | 


but that she could withe 


val at any during her life 


to receive quarterly 


Het 


benenciary She 


pay 
husband 


cent interest 


naltic d 


reserved the right to cl 


could have 


ange the beneficiary 


but did not do so 


Several years later, the lady dive 
husband Early in 1950, she 
August 13, 1950, a 


s¢ cond 


TCE d her 
remarried. 
after 
accord 


expressed in her will, 


months 
marriage, she died In 
the wisl 


lew 


with 


husband was named executor of 


] 


executor claimed the 


sum 
company tot 
claimed it 
Che in 

9a cent 
Claimant, 


decided the issue 


ruled that the wife’s estate 
yney, and the first 
gainst the and 


hus 
the 


band’s suit a executor 


insurance company was dismissed. 


“The supplementary 


ld *4 xs 


contract,” the trial court 
as an independent and new contract 
the in 


mpany urtl ield 


beneficiary 


hie pole 


supplementary contr: was not 
part 


nmsut 


insurance, nor <% xtension or 
riginal contr: rr policy of 
As an contract, 
ut payment 


on the 


f 


requires 

regulating 

dispositions 

was 

the 

on pro 

supplementary 
gitt 


subject to the 


contract, even 


over in the event of 


death, is not 


ing the 


Statutes govern- 


transter ot 


Tax-Wise 


property by will or gift 


or on intestacy. 
provides: 
“*The 


create 


Section 2 of Chapter 820 


shall not 
invalidity as to 


this act 
implication of 
contract ofr 


enactment oft 
any 
any designation, of the nature 
herein described, made by any person who 


dies before the effective date of this act.’ 


with the note of the Law 
Revision Commission, which sponsored the 


“This together 


enactment, makes it clear that it was passed 


to clear away uncertainty, and suggests that 


not for the 


it was purpose of changing 


the law 

So said the appellate division of the New 
York Supreme Court, reversed the 
decision below, in Hall v. Mutual Life Insuy 
ance Company of New York, on June 9, 1953. 

Most important of 
tions in the 


which 


the estate’s 
was the fact that the option 
terms in the policy and the terms of the 
supplemental agreement wert 
This tended to show, as the 
held, that the contract 
independent ot the 
Since it 


conten- 
CaS 


not identical. 
lower court had 
Was a 


new one 


insurance agreement. 
dispose of the 


after het 


purported to bene 


ficiary’s death, it was 
contorm to the 


ot Wills; it 


property 
a will. It did 
ments of the 


not 
statut« 


require- 
was there 
invalid 

Che appellate court gave little weight to 
this argument: “. . . the that a 
supplementary both of 
an insurance an independent 


deposit of a fund. It is 


tore 


fact 1s 

contract 
contract 
contract for the 


partakes 
and 


fruitless and a vain concern to try to fit 


what is so obviously a transaction that 


bridges two categories of legal thinking, 


into 


1 
i 
] 
I 


one or the other, vy because the 


think 
communication 


simp 
law and law yers aS a 


and 


I convenience to 
to make pt ssible 


finite 


ing, 


between invented sepa 


minds, have 


1 


ories of thought 


rate 


mark the 


cates words to 


and 
separation.” 


kind about insurance gen 


added “at not 
discussion prove the very hig 
interest in the 


Some 


rally 


t¢ nde d 


words 


were does 


merit x 


public 


extension of the life 


insurance system, aS a Major provision tor! 


individuals 
Mutualization of insurance 


thrift and = security for and 


tamilies com 


panies, beneficial 


tax provisions and tax 


exemptions, government life 
members of the armed. services, 
bank life 


and the 
paid to 


ture, all 


msurance lor 
SaVINnges 


insurance, close 


attention 
insurance matters by the 
devoted to its 


finding of 


legisla 
the 


outlets for 


greater use and 
additional 


its development, are 


and 


uses 
pointed evidence of its 


significance, in modern and especially Ameri 


can, society Part and parcel of this sys 
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| 


nm 101 lecades, 


many « is the optional mode 
settlement, with power to make gift over 
the unused principal 


hobbled: no 


This is no evil to 
with 
to be limited 


course of conduct 


dence of recurring injustice 


safeguards, slowing but necessary 


The court’s view of the wife’s strange 


behavior in leaving the 


insurance 


discarded 


money 


vithin the 


grasp of her husband 
| 


indicated in the fcllowing 


passage trom 


* opinion 


"rt a 


rather than to rule on the 


court were authorized to 


guess 
facts before it, 
me might 


vould 


surmise that the deceased 
that her former 
to benefit from the 
But of that 


Sure, since 


wite 
not have intended 
husband should continue 
supplementary 


contract even 


vuUueSss we cannot he 
< ould, at the 


plementary 


too 
that 
contract, 


sne 


time she made the 


sup 
reserved the 
right to change the supplementary benefici 
but she did Moreover, all 
through the short period from her divorce 
until her death had the right to with 
draw the principal, which would have di 
verted the fund from the former husband, 
but she did not do so 
well 


have 
ary, not do so 
she 
Perhaps it is just as 


rely on the 
fact for which there 


that we do not guess as 


distinguished from the 

is evidence 
“Regardless, the de 

ceased wife’s intentions might have been as 


between her divorced 


however, of what 
husband of 12 years’ 
standing and the father of her son, and the 
husband of several months’ standing, we are 
controlled by did and what 
failed to do.” 


what she she 


Che basi decision was that 


the “supplementary contract is a valid ex- 


ruling in the 


tension of the policy of insurance providing 
for the continued deposit of the fund for 
the purpose of ‘paying interest thereon, and 


the gift over on the death of the policy 


beneficiary is not 
the 
dispositions 7 


subject to che 
making of 


statutes 
governing testamentary 


One judge dissented. His opinion 
that he 
An out-of-the this 
that the point of law involved was 
being decided for the parties involved and 
for them alone. The action of the New 
York after the lower court 
decision makes certain that, so long as the 


indi- 


cates agreed court 


with the lower 


ordinary feature of 


case 1s 


Legislature 


present statutes remain unchanged, the prob- 


lem can never rise again 


What's in a Word 


‘| eC hnologic« al advan es ce 


tainly create a 


1 
higher standard of living, but, with each 


advance, there are concomitant probléms 


For instan¢ e, tax assessors in Massachusetts 


were faced with the 


problem ot whether 
property 
“machinery 
Th, 
yperated a lunch counter 
\pparently, just to make sure, the 
included 


certain personal 
constitute d 


conduct of 


of a department 


store used im the 


a business problem arose 
because the store 
assessors 
everything, ranging 
Silex 


machine 


from cash 


registers, 


toasters, a and 


unit a grill 
and a type-setting 
machine. The appellate tax board disagreed 


to a marking 


on several items, including a refrigerator, 
a mixing machine and a safe; 
the department 


happy this 


and, 
s.ore Vas not 


of course, 
particularly 
either 
So the case of Assessors of Haverhill 7 
J. J. Newberry Company before the 
Massachusetts Supreme Judicial Court, which 


with assessment 


came 


rendered a 
tober 30, 
avoided 
in the 
will be 


Solomon-like juds¢ 


1953 


ment on Oc 
court had 
included 
stating that “it 
to decide 


arise 


Previously, the 


defining what items were 


“machinery,” by 
enough 


term 


time those ques 


tions when they 


Now, however, the 


problem was squarely before the court 


City Tax Calendar... 


February 1 


W he rte ale 


mistana New Orleans 


dealer occupation license tax due 


February 15—Arizona: Phoenix business 


privilege tax reports and payment due 


Denver 
due 


Colorado sales tax and 


reports 
payment 


February 20—/ 


and use 


New Orleans sales 
tax reports and payment duc 


mistana 


94 January, 


1954 @ 


February 25—New York: New York City 
conduit reports and pay 


ment due; New York City public utility 


excise tax reports and payment duc 


company tax 


February 28 
receipts 
Mis sourt: 


California: Los Angeles gross 
tax reports and payment due 

St. Louis employer withhold 
reports and 
vania: Scranton 
reports tor 


ing due Pennsyl 


employe I 


payment 
intormation 
school district income tax due. 
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questions, important source oO! revenue, especially in 


iow before us \labama. Here are some of the provisions, 
Here is what the court found relating to shrimping, which were recently 
“Speaking broadly, we are of the opinion © ted into law in that state 
that a mechanical device which can fairly be 
said to be a machine must be treated as 
‘machinery’ under the Statute fo hold 


rwise would render the statute unwork 


Any person, firm or corporation catching 
or attempting to catch any salt water shrimp 
by use of any trawl, seine or other device, 
except castnets, must obtain the annual 


Until a given machine had been passed 


license issued by the department at the 
by the board or this court, no one could 


“ , rate set, provided, however, that any perso 
ay with any certainty whether it was o1 

; ; using seines or trawls of 16 feet or less 
was not ‘machinery lo say that one ma 


. ‘ ‘ , may catch or attempt to catch salt water 
chine was ‘machinery and another was not 

would often result in hair splitting distin« shrimp for noncommercia! purposes in an 
Wou | 1 Su lalr S v Ss 1 

tions which would be difficult. if not im amount not to exceed 50 pounds . . per 
possible, to reconcile Each classification Sons selling live shrimp or shrimp wit! 
made by the board or court would be an heads attached must obtain from the de 
invitation to litigate in the next controversy, partment of conservation a license which 
fe there would always be the hope that shall be 


known as “Live Shrimp Dealer's 
he device involved would fall on the othe1 


License a tax of 20 cents per barrel 


must be paid on all shrimp taken from Ala 
nging certainty into the statute would — jama waters and carried beyond state boun 
reate confusion. It is to be remem 


veered that this is a taxing Statute which has 


the line. Numerous decisions instead 


daries a tax of 12 cents per barrel 
must be paid on all shrimp caught in Ala 
bama waters or brought into a port in Ala 
bama which are not to be carried beyond 


be administered in a practical way by 


ocal boards of assessors lo place a con 


struction on it that would challenge the 


rane Alabama . a tax of 12 cents per barrel 
adial 


t) 


ctic ingenuity of a medieval philosophet 
could hardly have been intended by the 


( 
must be paid by the person, firm or corpo 
i ilies ein tndiay eal eimai ration catching salt water shrimp for the 
» Sle ] ‘ ( > 4) 
theve well mit be tile Paap satay oa purpose of canning, drying or shipping within 
I Stl 1 Ss < S . . 
ee aie thir na th tl the state or purchasing the same from ind 
Vien so nanny MuneSs are aone With tiie 
A oS eaeabentecel dam “2 “ye pendent shrimp fishermen for this purpose 
alt © wchnanica aqaevices Oo one SO 0 
nonresidents must pay double license 
another vexing questions as to whether a 
; , and tax 
given device can be classed as a machine o1 
machinery will undoubtedly arise. But the 
present construction seems to us to furnish 


a practical working guide.” Skillo, Quizzo and Bingo Exempt 
Phe court then went on to include im the from City Tax 


term “machinery” certain items which the 


Games which are illegal under the law 


tax board had not considered to be “ma of Washington cannot be made subject to a 


inery It is to be hoped, however, that city excise tax, according to the attorney 


general of that state. “Skillo,” also know: 
as “Quizzo” or “Bingo,” clearly constitutes 
gambling and is illegal under state law 

. Vancouver, a first-class city, does not have 
Shrimp and Revenue 


a legislative grant authorizing it to ta» 
Besides being the inspiration for a recent license or regulate any 


popular hit tune, the shrimp industry is an hibited by state law 


electronic age will alleviate the neces 
for such a weighty pronouncement 


occupations pi 


INCOME TAX CONVENTION WITH AUSTRALIA— 
Continued from page 64 


case of Australian tax, for the year of in lhe convention will continue in effect 


come commencing on the first day of July indefinitely, unless in any year after 1955, 
next succeding the date upon which this one country, on or before June 30, gives 


convention becomes effective in the case of notice of termination to the other country 


United States tax, that is, July 1, 1953 (Article X XI.) [The End] 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests 
are not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ALABAMA: February 1—Corp 


mit applications and fees due 


CALIFORNIA: February 1 


production tax se 


ration per- 


Oil and gas 
ond installment due 


February 15 


tax information reports and payment 


last day) Personal income 


amounts withheld due 


COLORADO: 


come mtormation repe 


February 15—Corporate in 
rts due Personal 


Febru- 


nirst in 


income mtormation 


ary 28—Propert 


] ] 
staliment due 


reports due 


y and mine tax 


CONNECTICUT: February 15—Forcign 


and domestic ec rporatior annual 
and tee 1o 


] 


state awe 


DISTRICT OF COLUMBIA: 


15 Income information repor 


ILLINOIS: 


1 


February 
ts due 


February 28—Frar 


tements due 


chise tax 


i (last day) 


IOWA: February 1 


freight line and equipment companies due 


Property tax from 


statements ot property claimed to be 
empt from ad valorem 


religious, 


taxation 
literary 


irom 
and charita 


veteran, 


associations due (last cay) 


LOUISIANA: February 1 


poratiol 


Domestic cor 
February 15—Cor 


mtormation 


1 reports due 
porate mcome reports due 


Personal income information reports due 


MARYLAND: February 15 


come information reports due 


Corporate in- 
) 
Personal in 
come information reports due 


MINNESOTA: February 1—Annuity in- 


come tax and intormation repe 


MISSISSIPPI: February 1 


first 


rts due 


Property tax 


semiannual installment due 


96 January, 1954 °@ 


[1954 FEBRUARY 1954 | 
io (OS 4 8 Sl 
7 8 9 10111213 
1415 1617 18 19 20 
21 22 23 24 25 26 27| 


28 “an an ©) PDP EH KER) 


NEW JERSEY: February 1 


quarterly installment due 


NEW MEXICO: February 1 


reports from railroad, 


Property tax 


Property 
telegraph, telephone 


and transmission or pipeline companies 


due.—Property reports of minerals duc 


NEW YORK: February 1 
February 15 


information reports 


State prope rty 


tax due Personal income 
of amounts paid resi 
Personal income tax fourtl 


due. 


NORTH DAKOTA: February 15—Prop 


erty reports from railroads and telephone 


dents due 
installment 


companies due 


OKLAHOMA: February 15—( 


come information reports du Pr 


orporate 1! 
rsonal 


income mtformation 


OREGON: February 1 


from utilities due 


Property 
February 15 
rate income information reports due 
Personal income intormation reports due 


Property tax quarterly installment due 


PENNSYLVANIA: 


sonal prope 


February 15— Per 


rty reports due 


RHODE ISLAND: February 28—Cor 


ration annual reports due 


SOUTH CAROLINA: February 20—Prop 
erty 
February 28 
port due (last 


chise 


reports trom pawnbrokers due 
Corporation license tax re 
day) Public utility 


tax reports due (last day) 


SOUTH DAKOTA: February 28—}* 


corporation tax reports and payments due 


UTAH: February 8—P: 
public 


reign 


yperty reports 
February 10 


ining due 


trom 
utilities duc Prop 
February 15 


erty reports ot n 


ts duc 


Information 


VERMONT: February 15—l: 


come information reports due 


VIRGINIA: February 15—Information at 


the source reports from corporations and 
partnerships due 


WISCONSIN: February 28—Personal prop 
erty tax and real property tax (if paid in 
single installment) due. 


re po! 


rsonal in 
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Federal Tax Calendar 


February 1— 


Return due oO} } 3 orporate distribu 


IONS ¢ laimed t ntaxable or partly 
nontaxable to stockhold S Forms 1096 


and 1099. (Regulations 118, § 39.148(b).) 


February 10— 


r eXcise¢ (enumerated be 
under Marcl i¢ 


December 


for quartet! 


1953, il, and ] 


tiuert , 
return Is 


accompanied by cle 


woryv receipts (rorm 537 
1 \ ] ri I, 


Depository 


Receipt Io! 


Federal | XCIS¢ laxes), 


showing timely deposits, in full payment 
| taxes due tor th tire quarte! 
(Regulations Part 477 
Payment of Certain Excise 


Taxes.) 


February 15— 


Due date of deposit by employer wi 


federal reserve authorized «ce 


bank or 
positary of the 
tax withheld 
Section 1622, (2) employees’ tax 

held under Cock 1401 and (3) 
employer's tax under Code Section 1410 


whe rc. 


amount of (1) income 


trom under Code 


Wages 


with 
section 


during the preceding month, the 
agevrevate ot such amounts exceeded $100 
Due 


tor yeat 


by general extension, of returns 
August 31, 1953, in the 


date, 
endi 
case of (1) foreign partnerships, (2) 
vhich maimtain an 
United 
vhich 


keep their 


toreign corporations 


othice o1 ace of business in the 


States, mest corporations 


transact their business and 


records and books of accounts abroad, 


(4) domestic corporations hose 


prin 
cipal income is from sources within the 


possessions ot the United States and 


(5) American citizens residing or tray 


eling abroad, ersons in the 


military or navi rvi on duty out 
side the Unit ; (Regulations 
118, Section 39.53-3 (; or 
Form 1065; (2)-(4), Form 
Form 1040 


rms CE}, 
1120: (5), 


Monthly 


holders and ot officers and directors of 


information returns of stock 
foreign personal holding companies duce 


for January. Form 957 


rr delivery to district director 


ial revenue, by stamp depos 
i the nited States, of requisi 
for all 


the preceding 


stamps purchased during 


month, with statement 


showing stamps on hand at beginning 


and end of such month and stamps sold 
that due 


sold 


mont Payment also 


proceeds ol 


Sales of Stamps 


preceding mont 


March 1 (February 28 is a Sunday)— 


] 


Due date of annual 


mtormation returns 


f dividends, salaries trom which tax 
withheld, and other pay 
1099, 1041 


by fiduciaries reporting distributions to 


has not been 


ments. Form except Form 


beneficiaries of 


Annual 


roreimn 


estate or trust 


return of information due as to 
individual, 


1099 


items paid to an 


partnership or fiduciary. Form 


Due date of annual return of intormation 
on distributions in Forms 


1096, 1099] 


liquidation 


Due date of annual return of information 


received by other than 


Form 1087 


as to mcorme 


actual owner thereof 


Due 


excise taxes To! 


date for payment of the following 
January to an author 
ized depositary, if such taxes reportable 
exceeded $100 
deposit boxes; 
pipeline 
cable 


portation ol 


for Tanuary taxes on sate 


transportation of oil by 


telephone, telegraph, radio and 


messages and = services; trans 


persons; admissions, dues 


and initiation fees; 


gasoline, lubricating 


oils and matches; sales by manutac 


turers, including sales of pistols and 


revolvers; processing of certain oils; 


sales by the retailer; manufacture oft 


transportation property; and 


l tuel. (Regulat Section 477.4.) 
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